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Federal Deposit Insurance Corporation

Washington, D.C. 20434 Office of Inspector General
DATE: March 27, 2003
TO: Michael J. Zamorski, Director

Division of Supervision and Consumer Protection

o

FROM: Russell A. Rau
Assistant Inspector General for Audits

SUBJECT: The Division of Supervision and Consumer Protection’s
Examination of Transactions With Affiliates
(Evaluation Report No. 03-025)

This report presents the results of our evaluation of the Division of Supervision and Consumer
Protection’s’ (DSC) examination of Federal Deposit Insurance Corporation (FDIC)-supervised
financial institution affiliate” transactions. Affiliates can include bank holding companies,
subsidiaries of the holding companies, and bank or financial subsidiaries of financial institutions.
A bank’s relationships and transactions with its affiliated organizations can significantly affect
the operations and overall financial condition of a financial institution. In this regard, the FDIC
has been granted authority, under Section 10(b)(4) of the Federal Deposit Insurance Act (FDI
Act), to examine affiliates, under certain conditions, to disclose the relationship between the
financial institution and any such affiliate and the effect of the relationship on the bank. In
addition, as part of the safety and soundness examination of a bank, in situations where affiliated
organizations are identified, DSC examiners determine whether a bank’s transactions with its
affiliates are in regulatory compliance and not detrimental to the safety and soundness of the
financial institution. The importance of ensuring that a sound financial and managerial
relationship exists between a financial institution and its affiliated organizations can be further
demonstrated by the fact that material loss reviews® and other reviews of several bank failures in
recent years have identified concerns related to the failed financial institutions’ relationships and
transactions with their respective affiliates.*

' The Division of Supervision and Consumer Protection resulted from the June 30, 2002 merger of FDIC’s Division
of Supervision (DOS) and Division of Compliance and Consumer Affairs (DCA).

? Section 2(k) of The Bank Holding Company Act of 1956 defines the term “affiliate” as any company that controls,
is controlled by, or is under common control with another company. Section 3(w) of The Federal Deposit Insurance
Act provides that the term “affiliate” has the meaning given to such term in section 2(k) of The Bank Holding
Company Act of 1956.

? A material loss review is a legislatively mandated assessment of the causes for material losses to deposit insurance
funds sustained as a result of a failure of an FDIC-insured financial institution.

* As an example, in its February 6, 2002 audit report entitled, Issues Related to the Failure of Superior Bank, FSB,
Hinsdale Illinois, the FDIC OIG concluded that the primary federal regulator did not adequately monitor the
transactions between Superior Bank and its holding companies and affiliates. In addition, Superior’s dividend
payments to its holding company had a detrimental effect on the bank’s capital.



The overall objective of our evaluation was to review DSC’s efforts to identify affiliates of
FDIC-supervised institutions and examine transactions with such affiliates. In accomplishing
our objective, we reviewed the following areas.

(1) The manner in which DSC examiners identify and assess the risks associated with affiliates
and affiliate transactions in determining the examination procedures applied to this activity
during safety and soundness examinations.

(2) The adequacy of examination procedures actually applied to affiliate activities.

In reviewing these two areas, we addressed the role of the DSC case manager in identifying and
monitoring FDIC-supervised institution affiliates and affiliate transactions.

Details of our overall objective, sub-objectives, scope, and methodology are included as
Appendix I of this report. Appendix II contains a list of acronyms and abbreviations used in this
report.

BACKGROUND

Sections 23A and 23B of the Federal Reserve Act (FR Act), as applied by federal banking
agencies under various federal banking statutes, serve as the primary framework that governs the
extent of affiliation of banks and other business organizations. The federal banking statutes that
apply to the FDIC in this regard include the Banking Act of 1933, the Bank Holding Company
Act of 1956 (BHC Act), and the FDI Act of 1950. Section 18(j) of the FDI Act extended the
provisions of Sections 23A and 23B of the FR Act to state non-member banks, which are
regulated by the FDIC.

The term “affiliate” was initially defined in section 2(b) of the Banking Act of 1933 as any
corporation, business trust, association, or similar organization that comes within one or more of
four categories.

(1) Subsidiary of a bank;

(2) Common shareholder affiliate;
(3) Common directors affiliate; and
(4) Holding or controlling affiliates.

Section 2(k) of the BHC Act defines an “affiliate” as any company that controls, is controlled by,
or is under common control with another company. The FDI Act cites the same definition for
“affiliate” as the BHC Act. Section 23A of the FR Act provides a definition of “affiliate” that
includes four major types.

(1) Parent holding company and its subsidiaries;

(2) Bank subsidiaries of a bank;

(3) Companies interlocked with a banking organization; and

(4) Sponsored and advised affiliates (on a contractual basis by a bank or by any of the bank’s
subsidiaries or affiliates).



The Gramm-Leach-Bliley Act of 1999 (GLBA) impacts the types of financial activities that
banks and their affiliates can conduct. The GLBA expanded the definition of affiliate to include
financial subsidiaries of banks. A financial subsidiary is defined in the GLBA as a bank
operating subsidiary engaged in some of the new financial activities permitted for financial
holding companies and their affiliates, such as offering securities and insurance products. The
GLBA also provides for the functional regulation of securities and insurance activities.
Accordingly, banking activities are to be regulated by bank regulators, securities activities by
securities regulators, and insurance activities by state insurance departments.

Appendix III is an excerpt from DSC’s Manual of Examination Policies, Section 4.3, Related
Organizations, that includes a detailed description of the four major types of affiliates defined in
Section 23A of the FR Act.

Bank Holding Companies

Under section 2 of the BHC Act, a “bank holding company” is defined to include any
corporation, partnership, business trust, association, or similar organizations, or any long-term
trust that has control over any bank or over any bank holding company. A company controls a
bank if it owns, controls, or has the power to vote 25 percent or more of the voting stock of a
bank, controls the election of a majority of the bank’s directors, or exercises a controlling
influence over the bank’s management or policies. The Federal Reserve Board (FRB) is
responsible for inspecting all bank holding companies and their nonbank subsidiaries, and the
designated federal regulator is responsible for supervising the financial institution(s) controlled
by the bank holding company and any nonbank subsidiaries of the financial institution(s).

The FDIC is responsible for regulating state nonmember banks that are part of a bank holding
company structure. A bank holding company structure allows the nonbank subsidiaries to
engage in a variety of activities unrelated to the traditional deposit taking and lending functions
of a bank. The FRB authorized various types of nonbank activities, including mortgage
origination, leasing, and electronic data processing, that are permissible activities for nonbank
subsidiaries of bank holding companies.

The passage of the GLBA significantly expanded the powers of bank subsidiaries and bank
holding companies to engage in activities that are “financial in nature,” including offering
insurance and securities products. This Act authorizes the organization of a “financial holding
company’’ under section 4 of the BHC Act. An existing bank holding company may become a
financial holding company by notifying the FRB of its election to do so.

The FRB collects organizational and financial data from bank holding companies and requires
that some information be provided on FRB reporting forms. Reports include:

e FR Y-3, Application for Prior Approval to Become a Bank Holding Company, or for
a Bank Holding Company to Acquire an Additional Bank or Bank Holding Company,

® FR Y-6, Annual Report of Bank Holding Companies,



® FR Y-8, The Bank Holding Company Report of Insured Depository Institutions’
Section 234 Transactions with Alffiliates, and

e FR Y-9C, Consolidated Financial Statements for Bank Holding Companies.

Under the BHC Act, bank holding companies are required to register and file annual reports with
the FRB. The FR Y-6 Report is filed by all top-tier bank holding companies and consists of the
requirement to submit Securities and Exchange Commission (SEC) form 10-K if the bank
holding company is registered with the SEC or an annual report if one is created and sent to
shareholders. The FR Y-6 Report also requires the submission of an organizational chart and
includes information on the identity, percentage ownership, and business interests of principal
shareholders, directors, and executive officers.

The FR Y-8 Report is a quarterly report filed by all top-tier bank holding companies and collects
information on transactions between an insured depository institution and its affiliates that are
subject to Section 23A of the FR Act. A separate FR Y-8 Report should be filed for each insured
depository institution and submitted to the appropriate Federal Reserve Bank.’

Affiliate Transactions

The relationship of a bank with its affiliated organizations is important to an analysis of the
condition of the bank itself. Due to the commonality of ownership or management between
financial institutions and affiliated organizations, transactions with affiliates may not be subject
to the same sort of objective analysis that exists in transactions between independent parties.

Section 23A of the FR Act is the primary statute governing transactions between a financial
institution and its affiliates and is designed to prevent the misuse of a bank’s resources stemming
from transactions with its affiliates. Section 23 A regulates loans or extensions of credit to
affiliated organizations and investments in affiliates by restricting the amount of loans,
extensions of credit, and investments,® and requiring that the loans or extensions of credit meet
certain collateral standards.

The FR Act defines five types of covered transactions.

(1) A loan or extension of credit to an affiliate;

(2) A purchase of or an investment in securities issued by an affiliate;

(3) A purchase of assets, including assets subject to an agreement to repurchase from the
affiliate;

(4) The acceptance of securities issued by an affiliate as collateral for any loan; and

(5) The issuance of a guarantee, acceptance, or letter of credit on behalf of an affiliate.

5 The 12 Federal Reserve Banks are located in Boston, MA; New York, NY; Philadelphia, PA; Cleveland, OH;
Richmond, VA; Atlanta, GA; Chicago, IL; St. Louis, MO; Minneapolis, MN; Kansas City, MO; Dallas, TX; and
San Francisco, CA.

® Section 23A limits the aggregate of all covered transactions between a bank and (1) a particular affiliate to 10
percent of the bank’s capital stock and surplus and (2) all of its affiliates to 20 percent of the bank’s capital stock
and surplus.
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If a transaction between a bank and an affiliate cannot be determined to be within one of the five
categories mentioned above, it is not a covered transaction for the purposes of Section 23A of the
FR Act and is not subject to its limitations. For example, dividends or fees paid by a bank to its
parent holding company are not covered transactions under Section 23A.

The FR Act also contains two other provisions related to covered and exempted transactions.
First, a bank may not purchase any “low quality asset”’ from an affiliate in any amount unless,
pursuant to an independent credit evaluation, the bank had committed itself to purchase such
asset prior to the time such asset was acquired by the affiliate. The second provision requires
that any covered transaction between a bank and an affiliate must be on terms and conditions that
are consistent with safe and sound banking practices.

Section 23B of the FR Act applies to insured nonmember banks through section 18(j) of the
FDI Act. Section 23B essentially imposes the following four additional restrictions.

(1) A requirement that the terms of affiliate transactions be comparable to terms of similar
non-affiliate transactions;

(2) A restriction on the extent that a bank may, as a fiduciary, purchase securities and other
assets from an affiliate;

(3) A restriction on the purchase of securities where an affiliate is the principal underwriter;
and

(4) A prohibition on agreements and advertising providing or suggesting that a bank is
responsible for the obligations of its affiliates.

Violations of Section 23B by state nonmember banks are subject to the civil money penalties of
subsection (3)(A) of section 18(j) of the FDI Act.

Supervisory Examination Program

The FDIC shares supervisory and regulatory responsibility for FDIC-insured institutions® with
other regulatory agencies, including the FRB, the Office of the Comptroller of the Currency, the
Officer of Thrift Supervision, and the state authorities. In addition to its role as insurer, the
FDIC is the primary regulator of federally insured state-chartered banks that are not members of
the Federal Reserve System.

As insurer, the FDIC is concerned with safety and soundness of all insured institutions. The
FDIC’s role is to protect depositors in the nation’s insured depository institutions, help maintain

7 A “low quality asset” is defined as: (1) an asset which was classified as “substandard”, “doubtful”, or “loss”, or
treated as “other loans especially mentioned” in the most recent Report of Examination (ROE) or inspection of an
affiliate prepared by either a state or federal supervisory agency; (2) an asset in a nonaccrual status because of
deteriorating credit quality and/or past due status; (3) an asset on which principal or interest payments are more than
30 days past due; and (4) an asset whose terms have been renegotiated or compromised due to the deteriorating
financial condition of the obligor.

¥ The terms “FDIC-insured institution” and “insured depository institution” refer to all banks and savings
associations insured by the FDIC. The term “FDIC-supervised institution” refers to those banks for which the FDIC
is the primary federal regulator, i.e., FDIC-insured state-chartered commercial banks that are not members of the
Federal Reserve System, state-licensed insured branches of foreign banks, and state-chartered savings banks.
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confidence in the banking industry, and promote safe and sound banking practices. Bank
supervision is a primary tool that the FDIC uses to fulfill this role, and DSC carries out this
supervisory role through its on-site examinations and off-site monitoring of banks between
examinations.

The most comprehensive examination is the on-site, full-scope safety and soundness
examination. The examination process can help prevent problem situations from remaining
uncorrected and deteriorating to the point where costly financial assistance by the FDIC, or even
paying insured depositors directly, becomes unavoidable. Bank examinations provide the
examiner with an understanding of the nature, relative seriousness, and ultimate cause of a
bank’s problems, as well as a factual foundation on which to soundly base corrective measures,
recommendations, and instructions.

After completing a full-scope examination, the DSC examiner uses a uniform rating system to
assign a numeric rating to reflect the assessment of the bank’s financial condition, compliance
with laws and regulations, and overall operating soundness. The FDIC’s rating of six elements --
Capital adequacy, Asset quality, Management performance, Earnings, Liquidity, and Sensitivity
to market risk -- is referred to as the CAMELS rating. The FDIC assigns an overall composite
rating that takes into account these six elements and other factors regarding the bank’s overall
financial condition and the safety and soundness of its operations. CAMELS component and
composite ratings range from 1 to 5, with a 5 rating representing the most critically deficient
level of performance.

The preparation of examination workpapers is an important part of documenting the examination
process and supporting examination conclusions. DSC’s Regional Directors Memorandum
entitled, Guidelines for Examination Workpapers and Discretionary Use of Examination
Documentation Modules, dated September 25, 2001, Transmittal Number 2001-039

(RDM 2001-39), provides guidance for examiners to document the results of examinations either
through the use of Examination Documentation (ED) Modules or a combination of brief
summaries, bank source documents, and ROE comments. The FDIC and the FRB developed the
ED Modules to provide examiners with a tool to focus on risk management and to establish an
appropriate examination scope. The ED Modules incorporate questions and points of
consideration into examination procedures to specifically address a bank’s risk management
strategies for each of its major business activities. At the time that the examinations in our
review were performed, there were 10 Primary modules,” 11 Supplemental modules, and 18
Specialty modules for examiners to use in their examinations. One of the Supplemental
modules, entitled Related Organizations, dated October 2000, includes procedures pertaining to
affiliates and affiliate transactions. Appendix IV of this report includes the Related
Organizations ED Module in its entirety.

DSC's Internal Control and Review Section (ICRS) is responsible for developing, implementing,
overseeing, and coordinating the division's internal risk management activities. One of ICRS's
activities is to provide reasonable assurance, through internal reviews of the regional offices, that

? The Primary ED Modules are: (1) Risk Scoping Activities; (2) Capital Adequacy Analysis; (3) Loan Portfolio
Management and Review, General; (4) Securities and Derivatives Examination Procedures; (5) Other Assets and
Liabilities; (6) Management and Internal Control Evaluation; (7) Earnings Analysis; (8) Liquidity Analysis; (9) Rate
Sensitivity; and (10) Anti-Money Laundering/Bank Secrecy Act.
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the DSC examination and supervision program operates effectively and efficiently and in
accordance with corporate and divisional policies. ICRS established a Regional Office Review
Program to ensure substantive compliance with policies and procedures and quality of the
examination reports. ICRS reviews each regional office every 2 years. The regional review
program is structured in a checklist format. Among the many items that the ICRS reviewer
checks is whether the Pre-Examination Planning (PEP) memorandum clearly documents targeted
risk areas and low-risk areas where greater-or-less-than-normal examination resources will be
devoted. The ICRS reviewer also determines whether the field office reviews included a review
of examination workpapers for support of information contained in the ROE. The Dallas
Regional Office (DRO) has a workpaper review form, a checklist, to assist in its field office
reviews to determine the overall quality of field office examination workpapers. The reviewer is
reminded to check whether the PEP memorandum discusses areas of emphasis or procedures that
can be eliminated. The reviewer also is reminded to check whether the examination workpapers
contain summary statements that support conclusions for each CAMELS component and provide
an audit trail of examination findings.

Case Manager Program

The FDIC implemented its Case Manager Program in April 1997. The primary goal of the Case
Manager Program is to significantly enhance risk assessment and supervision activities by
assigning responsibility and accountability for a caseload of institutions or companies to one
individual, the case manager, regardless of charter and location, and by encouraging a more
proactive, but non-intrusive, coordinated supervisory approach. Another goal of the Case
Manager Program is to promote better communication and coordination among the FDIC, other
regulators, and the banking industry so that a consistent regulatory voice is presented, while
minimizing regulatory burden to the extent possible. The emphasis of the program is to ensure
that the level of regulatory oversight afforded to a financial institution is commensurate with the
level of risk it poses to the deposit insurance funds. Case managers, in conjunction with senior
DSC management, coordinate and direct DSC’s supervisory examination program using a
top-down approach to develop strategies and examination activities for all insured depository
institutions in their caseloads. The primary responsibilities of the case managers involve
assessing risk to the deposit insurance fund and directing the appropriate supervisory efforts to
eliminate or manage such risk. In this regard, case managers must maintain an informed position
on their caseloads, including monitoring affiliates and related transactions for the financial
institutions in their caseloads.

RESULTS OF EVALUATION

Overall, DSC’s efforts to identify affiliates of FDIC-supervised institutions and examine
transactions with such affiliates were generally adequate. DSC examiners identify and assess the
risks associated with affiliates and affiliate transactions on an individual institution basis during
the course of a safety and soundness examination of each financial institution rather than DSC
maintaining aggregate information on how many of nearly 4,900 FDIC-supervised financial
institutions have affiliate relationships. DSC examiners rely on information requested of and
provided by the financial institution and, in some cases, the FRB, to identify affiliates and
affiliate transactions, assess the risks associated with affiliates and affiliate transactions, and
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establish an appropriate examination scope for affiliate activities. Further, DSC case managers
play a key role in helping examiners identify affiliates in FDIC-supervised financial institutions
through the case manager’s communications with bank management and reviews of FRB holding
company inspection reports. However, DSC examiners are not always requesting a list of
affiliate transactions that have occurred since the prior examination or FRB reports regarding
affiliate transactions and bank organizational structure. As a result, DSC is not obtaining
information that could provide greater assurance that examiners have identified all affiliate
activities before an examination is conducted and properly planned examination coverage to
address the associated risks. (See FINDING A: DSC’S IDENTIFICATION AND RISK
ASSESSMENT OF AFFILIATES AND AFFILIATE TRANSACTIONS.)

Concerning the adequacy of the examination procedures that examiners applied in reviewing
affiliate transactions, DSC examination workpapers for 17 of the 21 financial institution
examinations we reviewed contained sufficient information in the form of the ED Module
procedures or summary statements to identify the procedures used, and the examiners’
methodology in these instances appeared reasonable. However, for four examinations, we could
not conclude on the adequacy of the examination procedures applied to the financial institutions’
affiliate activities because the examination procedures were not documented in the examination
workpapers. DSC policies stipulate that examination documentation should provide written
support for the examination and verification procedures performed, conclusions reached, and
narrative comments in the ROE. As a result, in these four instances, we could not determine
what procedures the examiners used to review affiliate transactions, although affiliate activity
was reflected in the ROEs. (See FINDING B: DSC’S EXAMINATION PROCEDURES
FOR REVIEWING AFFILIATE TRANSACTIONS.)

While DSC’s approach for identifying affiliates and affiliate transactions is reasonable, we are
recommending that examiners request additional information from the financial institutions in
the form of affiliate transactions that have taken place since the prior safety and soundness
examination, and become aware of FRB reports on affiliate transactions and bank holding
company structure. Further, we are recommending that DSC ensure examiner compliance with
documentation guidelines for reviewing affiliate activity through its internal review process.



FINDINGS AND RECOMMENDATIONS

FINDING A: DSC’S IDENTIFICATION AND RISK ASSESSMENT OF AFFILIATES
AND AFFILIATE TRANSACTIONS

While DSC’s approach to identifying affiliates and affiliate transactions is reasonable, examiners
could request and obtain additional information on affiliate activity during pre-examination
planning. DSC examiners collect affiliate information and assess the associated risks on an
institution-by-institution basis as part of the safety and soundness examinations of the individual
banks. In preparation for their examinations, examiners send information request lists, including
a request for data related to affiliates and affiliate transactions, if applicable, to bank
management. However, examiners are not always requesting a list of affiliate transactions that
have occurred since the prior examination or FRB reports regarding affiliate transactions and
bank holding company structure and ownership. Such information would serve as additional
resources for examiners to use in reviewing and determining that transactions between banks and
their affiliates comply with the provisions of applicable laws and ensuring the transactions are
not detrimental to the safety and soundness of the financial institutions. In the absence of this
information, examiners could be missing an opportunity to gain greater assurance that they have
identified all affiliate activities before an examination is conducted and properly planned
examination coverage to address the associated risks.

DSC issued a Regional Directors Memorandum entitled, Revised Pre-examination Planning
Memoranda, dated September 12, 2001, Transmittal Number 2001-037 (RDM 2001-037), that
revised the PEP process in response to the DSC Process Redesign recommendation to streamline
the process and make it more efficient. Some of the revised provisions include preparing PEP
memoranda comments on an “exception only” basis, according to areas of higher-than-normal or
lower-than-normal perceived risk; promoting uniformity in both the format and content of the
regions’ PEP memoranda; and briefly summarizing significant topics discussed with bank
management prior to the start of the examination. In addition, RDM 2001-039 includes
guidelines for retaining documentation support in the examination workpapers and mentions pre-
planning documents such as the bank entry letter data and examination task checklist items such
as the Officer’s Questionnaire.

According to the FDIC’s Case Managers Procedures Manual, a case manager’s primary
responsibility involves assessing risk to the deposit insurance fund and directing the appropriate
supervisory efforts to eliminate or manage such risk. The principal duties and responsibilities of
case managers include directing supervisory strategies, communicating and responding to bank
management, and reviewing and processing reports of examination. RDM 2001-037 includes a
responsibility for case managers to become actively involved in the pre-examination planning
process by discussing examination issues with the examiners and relaying relevant information
to the examiners regarding case managers’ interactions with financial institutions and other
regulators. RDM 2001-037 also states that the case manager can serve as a resource for the
examiner during and after the safety and soundness examination.



Identification of Affiliates

DSC does not have a database that tracks aggregate information on affiliates and respective
transactions for nearly 4,900 FDIC-supervised banks. We asked the EICs, operations managers
from the examination teams, and case managers if they thought there was a need for a database
that would track this information. Most of the individuals we interviewed told us that this type
of database would not be beneficial to DSC’s management or add value to the examination
process. Some of the reasons the interviewees cited for not needing a database to track affiliates
are:

e Information related to affiliates is collected and readily available on an institution-by-
institution basis in examination workpapers and files.

e Aggregate information on affiliates and affiliate transactions is not necessarily meaningful
because there is no need to determine trends or patterns within the financial regulatory
industry regarding the number of affiliates and related transactions in financial
institutions.

e This type of database would require frequent updates.

® There is no real common interest among banks in relation to affiliates. Each bank has its
individual set of circumstances regarding affiliates and affiliate transactions.

FDIC statistics on banking show that, as of September 30, 2002, there were 4,864
FDIC-supervised financial institutions having total assets of nearly $1.3 trillion. Of the nearly
4,900 FDIC-supervised financial institutions, 15 percent (746 banks) had assets greater than
$250 million with aggregate assets of nearly $923 billion (74 percent of the nearly $1.3 trillion in
total assets). To determine the level of affiliates activity in the large banks, we selected 24 banks
with assets greater than $250 million, as of December 31, 2001, for our review and found that
DSC examiners identified affiliates in the ROEs for all but one bank that was a family-owned
financial institution. Most of the affiliate relationships are bank holding companies and several
are one-bank holding companies. Five of the 24 banks are Industrial Loan Corporations (ILC)"
with parent bank holding companies that are not regulated by the FRB. (Table 3 in Appendix I
provides additional detail on our audit sample.)

DSC examiners rely on information provided by the financial institutions or the FRB to identify
affiliates, for purposes of safety and soundness examinations. Examiners request affiliate
information from the financial institutions prior to the onsite examination and supplement this
information with data from the FRB. The EICs we interviewed told us they typically determine
the existence of affiliate relationships in the banks they examine through various means,
including:

® Requesting the information from the bank through the safety and soundness request
package'' submitted to bank management prior to the onsite examination.

1% An ILC is a depository charter that can be owned by a non-bank, is eligible for FDIC insurance, and is excepted
from the definition of a “bank” set forth in the Bank Holding Company Act of 1956. However, ILCs are subject to
Sections 23A and 23B of the Federal Reserve Act regarding affiliate transactions.

"'In the letter to bank management announcing the safety and soundness examination, EICs submit information
request lists to be assembled for offsite and onsite reviews. EICs refer to this letter as the “First Day Letter.”
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Holding a pre-planning meeting with bank management.
Reviewing the Officer’s Questionnaire.'

Reviewing the financial statements of the bank’s holding company.
Reading previous ROEs.

Reviewing other documents such as the bank’s annual report, SEC filings 10K and 10Q),
internal and external audit reports, and FRB bank holding company inspection reports.

In our interviews with case managers, we discussed how the case manager perceives what his or
her role is in identifying affiliates and affiliate transactions, and the case manager’s role in
monitoring affiliates and affiliate transactions. Case managers told us they generally rely on the
examiners to identify affiliates and affiliate transactions during the pre-examination planning
phase of the safety and soundness examination and while conducting the actual onsite
examination. Through their communications with the financial institutions, processing of bank
applications, and reviews of FRB reports, case managers acquire information about the financial
institutions in their caseloads. In situations where the case manager has obtained information
about a bank’s affiliates and related activities, the case manager communicates this information
to the examiners. One of the case managers is currently involved in processing requests for
approval of affiliate transactions for one of the banks in the case manager’s caseload. In this
instance, the financial institution is required to obtain FDIC approval of dividend payments and
transactions with affiliates as a result of violations identified in prior years’ examinations.

Case managers mentioned numerous ways through which they monitor affiliate activities for the
financial institutions in their caseloads.

e (Case managers receive regular and specific correspondence from the FRB regarding bank
holding companies.

e (Case managers learn about organizational changes through the financial institutions’
applications to the FDIC for mergers and acquisitions as well as other changes in control.

e (ase managers review press releases, E-clips, and news articles. For problem banks
under enforcement actions, case managers receive reports from the banks on a regular
basis informing the FDIC of the status of corrective actions.

e (Case managers make outreach calls to the bank, during which the case manager will
discuss, among other issues, plans for new ownership or possible changes in bank
management.

e (Offsite monitoring.

Some case managers mentioned their ongoing communications and correspondence with the
financial institutions. One case manager told us that when a good relationship is developed
between the case manager and the financial institution, bank officials are more willing to contact
the case managers with inquiries and will voluntarily provide information. One of the case

12 The Officer’s Questionnaire contains 15 questions pertaining to areas such as extensions of credit to bank
officials, assets owned by the bank but not shown on its accounting records, and pending lawsuits. The Officer’s
Questionnaire is an official document that must be signed and certified by a high ranking official of the bank, such
as the Chief Executive Officer.
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managers we interviewed participated in the FDIC’s onsite examination of the largest bank in the
case manager’s portfolio.

Examiners use the information obtained from the financial institutions, the FRB, and case
managers in their pre-planning activities to determine, among other things, the level of risk
associated with the banks’ affiliated relationships in order to assess the amount of work to be
performed during the safety and soundness examination. RDM 2001-037 stipulates that targeted
risk areas are areas with more than normal risk, to which the examiner intends to devote
additional or “above normal” examination resources. These targeted risk areas may include
CAMELS components or specialty areas, such as related organizations. For areas of moderate
or “normal” risk, examiners perform standard examination procedures. RDM 2001-037 states
that if not specifically mentioned in the PEP memorandum, the examiners are not expected to
complete supplemental ED Modules, such as the Related Organizations ED Module, but adds
that the PEP memorandum should indicate when it is anticipated the ED Modules will be used
during the examination.

The EICs included a discussion of affiliates in the PEP memoranda for 21 of the 24 examinations
we reviewed. For example, in one of the PEP memoranda the EIC included a section dealing
with affiliate relationships and specific items to be reviewed during the examination, such as
servicing agreements between the banks and its affiliates as well as any high risk practices
imposed on the bank as a result of affiliate relationships or servicing agreements. For the three
examinations in which the examiners did not target affiliates work in the PEP memoranda, two
banks had a CAMELS rating of “1” and the third bank was a family-owned business with no
affiliates.

Affiliate Transactions

Examiners identify affiliate transactions through various means, including responses to the
Officer’s Questionnaires, safety and soundness examination request packages, and FRB reports.

Officer’s Questionnaire: One way that examiners determine the loan transactions made by a
financial institution to its affiliates is through the bank’s response to Question 15 of the Officer’s
Questionnaire. Question 15, states:

List all organizations that are directly or indirectly affiliated with, or otherwise related to, the
institution in any way, including fiduciary relationships. Related organizations may be
corporations, partnerships, business trusts, or any similar organization. Provide the following
information for each listing:

Name of Affiliate.
Location.
Type of business.

Current balance of all direct and indirect extensions of credit to the affiliate (per
Section 23A of the FR Act).

e Current balance of all loans to third parties, where the loans are collateralized with
securities issued by the affiliate.
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For all 24 examinations we reviewed, the financial institutions provided responses to
Question 15 in the Officer’s Questionnaire related to the extensions of credit to affiliates.

Safety and Soundness Examinations: We reviewed the safety and soundness request packages
(First Day Letter Requests) for the three DSC regions in our review to determine what
information the examiners request from the banks regarding affiliates and affiliate transactions.
The following illustrates the information requested in the area of affiliates in the first day letter
used by the DRO examiners.

The First Day Letter requests (1) a list of affiliated companies as defined by Section 23A of
the Federal Reserve Act and Section 2(b) of the Banking Act of 1933, including names and
locations, period of existence, primary business activities, current financial information,
nature of affiliation, circumstances under which affiliation arose, bank transactions with
affiliates, and deposit accounts and balances maintained at the bank; (2) holding company
information — financial statements (FR Y-9), Bank Holding Company Inspection Report,
Uniform Bank Holding Company Performance Report, information on holding company
debt, directors and officers, list of services provided by the holding company or other
affiliates and fees paid, and tax allocation agreement; (3) copies of voting trust agreements
for bank stock or bank holding company stock; (4) information regarding subsidiaries of the
bank — list of bank subsidiaries, list of officers and directors, and financial statements; and
(5) Officer’s Questionnaire.

We reviewed the first day letter requests for the 21 examinations targeted for affiliate work and
found that 14 did not include a request for a list of transactions with affiliates.

Federal Reserve Reports: The Related Organizations ED Module includes a procedure for the
examiner to review and analyze FRB Holding Company inspection' reports. RDM 2001-039
also mentions the FRB reports on the holding company. Finally, DSC’s Dallas Regional Office
includes in its First Day Letter a request that the bank provide copies of the FR Y-9C Report,
Consolidated Financial Statements for Bank Holding Companies.

During the course of our review, we became aware of another FRB report, the FR Y-8 Report,
entitled The Bank Holding Company Report of Insured Depository Institutions’ Section 234
Transactions with Affiliates, a quarterly report that collects information on transactions between
an insured depository institution and its affiliates that are subject to Section 23 A of the FR Act.
For purposes of the FR Y-8 Report, an insured depository institution includes all of its
subsidiaries, except financial subsidiaries and insured depository institutions that are controlled
by a parent insured depository institution. The FRB requires that bank holding companies file a
separate FR Y-8 Report for each insured depository institution and submit the report to the
appropriate Federal Reserve Bank on a quarterly basis. The FR Y-8 Report requires that all bank
holding companies with insured depository institutions that have covered transactions report the
aggregate amount of such transactions that are subject to Section 23 A requirements. Appendix
VII contains the FRB’s general instructions for preparing the FR Y-8 Report.

" The primary purpose of the bank holding company inspection is to determine whether the strength of the holding
company is being maintained on an ongoing basis and to assess the consequences of transactions between the parent
organization, the insured bank subsidiaries, and nonbank affiliates.
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We discussed the FR Y-8 Report with several EICs and case managers. Most of the interviewees
were not familiar with this report. Further, we did not locate copies of the FR Y-8 Reports in the
examination workpapers and files that we reviewed for the 16 banks in our sample that were part
of bank holding companies regulated by the FRB.

We also identified another FRB report, FR Y-6 Report that might be helpful to examiners and
case managers in their examination and monitoring activities related to affiliates. The FR Y-6
Report, entitled Annual Report of Bank Holding Companies, is filed by all top-tier bank holding
companies and consists of the requirement to submit SEC form 10-K if the bank holding
company is registered with the SEC or an annual report if one is created and sent to shareholders.
The FR Y-6 Report also requires the submission of an organizational chart and includes
information on the identity, percentage ownership, and business interests of principal
shareholders, directors, and executive officers.

The EICs told us that they use resources such as annual reports, SEC filings, and FRB bank
holding company inspection reports to help identify affiliates. Sources of information for
examiners regarding affiliate transactions consist of the Officer’s Questionnaire, further
corroborated through a review of the bank’s financial reports and general ledgers, as well as prior
ROEs. The FR Y-6 Report could serve as an additional resource for the examiner in identifying
affiliated organizations. Further, the FR Y-8 Report could serve as an additional resource for the
examiner in identifying affiliate transactions.

Conclusion

DSC’s approach to identifying affiliates and related transactions is reasonable. However,
examiners could benefit by requesting additional information from the financial institutions,
especially in the area of affiliate transactions that have taken place since the prior safety and
soundness examination. Examiners could also obtain additional information on affiliate
transactions and bank holding company structures from FRB reports.

Recommendations
We recommend the Director, DSC:

(1) Include a request for a list of affiliate transactions in the Safety and Soundness
Examination Request Package when DSC knows or has reason to believe that a financial
institution has affiliate activities. In situations where affiliate transaction activity is
voluminous, request that for each affiliate, the bank provide the types or categories of
affiliate transactions that have occurred since the previous examination and a list of
transactions with values greater than a predetermined dollar threshold.

(2) Inform safety and soundness examiners and case managers as to the availability of

FR Y-6 and FR Y-8 Reports as additional resources for identifying affiliates and affiliate
transactions.
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FINDING B: DSC’S EXAMINATION PROCEDURES FOR REVIEWING AFFILIATE
TRANSACTIONS

In some instances, DSC examiners could have better documented the examination procedures
applied to affiliates and affiliate transactions. In 17 of the 21 financial institution examinations
we reviewed where affiliates were targeted during pre-examination planning, the DSC
examination workpapers contained sufficient information in the form of the Related
Organizations ED Module or summary statements to identify the procedures used in reviewing
affiliates activities, and the examiners' methodology in these instances appeared reasonable.
However, we could not conclude on the adequacy of procedures applied to affiliates for the four
remaining examinations because there was no record in the workpapers of what the examiners
had done in this area to review affiliate transactions. As a result, the adequacy of examination
procedures of affiliate work in four examinations cannot be determined, and subsequent users of
the examination workpapers cannot readily understand the extent of work performed under prior
examinations to identify or assess risks associated with affiliate transactions.

Risk-Focused Examination Process

DSC uses a risk-focused examination process to target bank examinations on bank functions that
pose the greatest risk exposure. The risk-focused examination process attempts to assess an
institution's risk by evaluating its processes to identify, measure, monitor and control risk. The
risk-focused examination program includes a set of primary and supplemental ED Modules that
address the major functional areas of a financial institution. Each module contains a series of
examination procedures for examiners to consider when evaluating the financial institution.
These procedures are separated into three distinct tiers: Core Analysis, Expanded Analysis, and
Impact Analysis. The Core Analysis includes procedures to be considered, but not necessarily
performed, at every examination. When significant weaknesses are noted during the Core
Analysis, examiners are required to complete the Expanded Analysis procedures for only those
areas that present the greatest risk to the institution. If the risks are material, or the activity is not
adequately managed, then the examiner is expected to perform the Impact Analysis."

The EIC is responsible for developing an examination program that is commensurate with the
level of risk in each functional area, such as an institution's affiliates and affiliate transactions.
The effective use of the risk-scoping process gives examiners the flexibility to omit unnecessary
procedures in areas that are well controlled or pose minimal risk to the institution. If the
pre-examination assessment indicates that a functional area has minimal risk and a stable history,
further analysis in unnecessary. The EIC prepares a PEP memorandum documenting this
assessment and identifying Targeted Risk Areas.”” The examiner performs standard examination
procedures'® for the functional areas that present average or moderate risk. The examiner is not
expected to complete any supplemental ED module, or similar procedures, unless specifically
mentioned in the PEP memorandum. The Related Organization ED Module (examination

' Impact Analysis reviews the impact that deficiencies identified in the Core and Expanded Analysis Decision
Factors have on the bank’s overall condition. Impact Analysis also directs the examiner to consider possible
supervisory options.

15 Areas with more than normal risk, to which the examiner intends to devote additional examination resources.
1 Standard examination procedures refer to performing the Core ED Analysis or completing similar procedures,
which form the basis for conclusions and findings.

15



procedures for affiliates and affiliate transactions) is a supplemental ED module. The examiner's
judgement in deciding which examination procedures should be performed and which
procedures can be excluded is critical to the success of the FDIC's risk-focused examination
program. The examination procedures performed for reviewing affiliates and affiliate
transactions should be tailored based on the characteristics of each bank. As a result, the extent
to which examination procedures are completed as they relate to affiliates will vary from bank to
bank, or even examination to examination.

Examination Documentation of Affiliate Procedures

The DSC recognized that the preparation of examination workpapers is an important part of
documenting the examination process and supporting examination conclusions. RDM 2001-039
emphasized the importance of examination workpapers and provided the examiners with greater
flexibility in choosing how to best document the examination process findings either through the
use of ED Modules or new workpaper guidelines originating from the DSC Process Redesign
Project. Although RDM 2001-039 established the discretionary use of ED modules, this
guidance encouraged the EIC to use ED modules when appropriate, especially when reviewing
specialty areas, and stipulated that the examination documentation should “demonstrate a clear
trail of decisions and supporting logic within a given area” and provide written support for the
examination and verification procedures performed, conclusions reached, and the narrative
comments in the ROE. This examination documentation should include a "Summary Statement"
which at a minimum briefly details the procedures used, documents relied upon, and the analysis
conducted to support the examiner's conclusions relative to the assigned CAMELS components.
Summary Statements can take many forms, including notations on copies of the source
documents, separate hand-written comments, use of an ED module, and/or a document prepared
electronically with a hard copy maintained in the appropriate workpaper file. The EIC is
responsible for determining the extent of documentation used in the examination process. The
DSC Manual of Examination Policies, Section 1.1, was updated in February 2002 to incorporate
the provisions of RDM 2001-039. In addition, ICRS conducts regional office reviews, including
a check of field office reviews, to ensure that the examination and supervision program is
operating in accordance with corporate and divisional policies.

Given these workpaper guidelines, we reviewed the examination workpapers that DSC provided
us, namely all workpapers for 10 of the 24 examinations and workpapers pertaining to related
organizations and affiliates, especially the Related Organizations ED Module, for 14 of the 24
examinations. Seventeen of the 39 different ED modules contained 65 affiliate-related
examination procedures to be considered by the examiner as part of core analysis. At the time of
our review, the Related Organizations ED Module had 28 core analysis procedures and 8 core
analysis decision factors (refer to Table 1 below) that represented the examiner's summary
conclusions of the core analysis procedures performed. In the absence of ED Module
documentation, we looked for the alternative documentation to evaluate the actual procedures
used to identify affiliates and examine affiliate transactions. In doing so, we accepted the
judgment and other factors used by the examiners in their determination of what procedures they
applied to reviewing affiliate activities.
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Table 1: Related Organizations ED Module -Core Analysis Decision Factors

Do Core Analysis and Decision Factors indicate that risks are adequately managed?
Core Answer: General Comment:(If any)
Core Analysis Decision Factors

C.1. Are bank policies and procedures adequate for the level of transactions among the
holding company, affiliates, and subsidiaries?

C.2. Are internal controls adequate?
C.3. Are the audit or independent review functions adequate?
C.4. Are information and communication systems adequate and accurate?

C.5. Are bank affiliates able to operate without threatening the financial condition of the
bank and are separated appropriately?

C.6. Do transactions comply with the appropriate Federal and state laws and regulations?

C.7. Are all affiliated organizations appropriately capitalized?

C.8. Do the board and senior management effectively supervise this area?
Source: Related Organizations ED Module

We reviewed 24 examination workpapers covering 10 field offices in three regions (6 in New
York, 2 in Dallas, and 4 in San Francisco). In reviewing examination workpapers, we looked for
an explanation of the procedures that were used in the form of annotations or checkmarks to the
ED Module steps, support for the responses to the core analysis decision factors, or a summary
statement that described the steps taken in reviewing affiliate transactions. We found that for 17
of the 21 examinations targeted for affiliates work, the examiners identified the procedures they
used in regard to reviewing affiliate activity either in the Related Organizations ED Module or a
summary statement related to a review of affiliate transactions. For example, in one of the
examinations, the workpapers included responses to the Related Organizations ED Module core
analysis decision factors, comments for each of the eight decision factors, and notations to the
procedures within the ED Module that the examiners used in their review of activities with
affiliates.

However, we could not conclude on the adequacy of examination procedures in the area of
affiliate activities for the remaining four examinations because the examination workpapers we
reviewed did not specify what procedures the examiners actually performed. In two of the four
examinations, the workpapers included answers to the core analysis decision factors but there
were no notations to indicate what the examiners did or what documents were relied upon in
order to respond to the questions. In one of these two instances, the workpapers included seven
summary statements relating to affiliate conclusions reached and assertions of fact and opinion in
the ROE, but none of the summary statements provided a summation of the documentation relied
upon during the review or briefly detailed the procedures used and analyses conducted to support
the conclusions and assertions. In the third instance, the workpapers included two summary
statements relating to affiliates, but the summary statements omitted a summation of the
documentation relied upon during the review or a brief description of the procedures used and
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analyses conducted to support the conclusions and assertions. In the fourth instance, the affiliate
workpapers did not include a summary statement, Related Organizations ED Module core
analysis decision factors, or the ED Module procedures with annotations or checkmarks
indicating which procedures were performed and the documents relied upon to reach the
examiner's conclusions.

Although we were unable to identify the affiliate-related procedures that the examiners used in
these four examinations, we could not determine with certainty that the examiners did not
perform the work. Through a review of the workpapers, we were able to determine that
examiners collected information in the area of affiliates, as evidenced by source documents
contained in the workpapers, such as the Officer’s Questionnaire, bank organization charts, SEC
filings, and FRB Bank Holding Company Inspection Reports. However, we could not always
determine whether the examiners reviewed or analyzed the information contained in these

documents.

Table 2 summarizes the results of our review of 24 examination workpapers and shows the
documents that the examiners prepared to identify the examination procedures performed and
conclusions reached. Table 2 also shows the number of instances where DSC did not document
the procedures performed.

Table 2: Documentation Included in Examination Workpapers of OIG Sample Banks

Review of Bank Examination Workpapers
Pre-exam Summary Summary

CAMELS | Planning ED Module | Memo Memo and | Exam Affiliates
Ratings per | Memo — and Core Only — ED Module | Procedures | Review Not
ROE Mentions Analysis Affiliates and/or Core | Not in Scope of
Reviewed Affiliates Factors Review Analysis Documented | Examination

4 — Rated 3 outof3 0 2 0 1 0

3 —Rated 4 out of 5 0 0 2 2 1

2 — Rated 10 out of 10 4 1 4 1 0

1 — Rated 4 out of 6 2 0 2 0 2

Total 21 out of 24 6 3 8 4 3

Source: OIG Analysis

During our January 28, 2003 exit conference, DSC management requested that we allow regional
and field officials the opportunity to respond to our four identified exceptions. These officials
provided detailed written explanations of procedures performed related to affiliates or reasons
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why procedures were not necessary. However, the regional and field office responses did not
provide additional evidence of workpaper documentation of the examination procedures
performed.

Conclusion

Current DSC policy recognizes the importance of workpaper documentation. RDM 2001-039
states that examination findings should be documented through a combination of brief
summaries, bank source documents, report comments, and other examination workpapers that
address both management practices and condition. Examination documentation should
demonstrate a clear trail of decisions and supporting logic within a given area. Documentation
should provide written support for examination and verification procedures performed and
conclusions reached. It should also support the assertions of fact or opinion in the financial
schedules and narrative comments in the ROE. The DSC Manual of Examination Policies,
Section 1.1, states that all procedures performed during the examination should be sufficiently
documented in the workpapers. It is our position that the term “examination findings” would
pertain to any conclusion reached, not just negative findings on an exception basis. As such, we
would expect that the examiner be required to document the examination procedures performed
when reviewing affiliates and affiliate transactions at all times, not just when there is an
“exception” reporting of findings. The nature of exception-based reporting only heightens the
need for examiners to document examination procedures performed to support conclusions on
the risks posed by affiliates and affiliate transactions.

DSC management officials indicated that the four exceptions we noted in the area of
documenting procedures posed “...little risk that material affiliate risk is not captured in our
[DSC] current [examination] practices.” We could not determine and are not expressing an
opinion on the increased risk, if any, posed to the adequacy of DSC’s overall examination
process by the four documentation exceptions we noted. However, the documentation
exceptions we identified were for examinations of large banks having assets greater than

$250 million with CAMELS ratings of 2, 3, or 4, and several of these banks were cited for prior
affiliate-related violations. Moreover, several bank failures over the past few years have
identified affiliate relationships and transactions as factors contributing to their failure. Finally,
we observed disparities among regional offices in the manner and level to which examiners
document the procedures performed in the area of affiliate activities and affiliate transactions.
Accordingly, we are recommending that DSC ensure compliance with documentation
requirements associated with reviewing affiliate activity through DSC’s ongoing monitoring of
its examination practices. The outcome of such monitoring will be greater assurance that
affiliate risk is being adequately identified and evaluated.

Recommendation
We recommend that the Director, DSC:
(3) Ensure, through ICRS' Regional Office Review Program and the Field Office Review
Program, that examiners are following DSC's policies for documenting affiliate work and

the examination procedures used, the documents relied upon, and the analyses conducted
in the examination of transactions with affiliates.
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CORPORATION COMMENTS AND OIG EVALUATION

The Director, DSC, provided a written response, dated March 21, 2003, to a draft of this report.
DSC’s response is presented in its entirety in Appendix IX to this report. We also made changes
throughout the report to reflect discussions with and additional correspondence from DSC.

The Corporation partially agreed with recommendation 1. DSC agreed with the intent of the
recommendation to include a request for a list of affiliate transactions in the Examination
Request Package, but added that this list would not be considered necessary for every exam, and
examiners should be provided the flexibility to include items they deem appropriate for the
organization being examined. Instead, DSC plans to issue guidance to examiners by

June 30, 2003, re-emphasizing that when examiners have reason to believe that a financial
institution has affiliate transactions, they should consider whether to include a request for a list of
transactions in the Examination Request Package or request appropriate alternatives.

We consider DSC’s proposed action sufficient to resolve this recommendation. However, we
would note that our recommendation provided the FDIC flexibility to tailor the affiliates
transactions request list based on individual examination needs. Obtaining a list of affiliate
transactions, or when the affiliate activity is voluminous, the types or categories of affiliate
transactions that have occurred since the previous examination, would serve as an additional
resource for examiners in determining that transactions between banks and their affiliates comply
with the provisions of applicable laws, and ensuring that the transactions are not detrimental to
the safety and soundness of the financial institutions. In the absence of this information,
examiners could be missing an opportunity to gain greater assurance that they have identified all
affiliate activities before an examination is conducted and properly planned examination
coverage to address the associated risks.

DSC fully concurred with recommendations 2 and 3. With respect to recommendation 2, DSC
will request that the Interagency ED Module Maintenance Committee revise the Related
Organizations Module to include a reference to the availability of the FR Y-6 and FR Y-8
Reports. We suggest that DSC inform examiners and case managers of the existence of these
reports while pursuing changes to the ED Module.

With respect to recommendation 3, DSC agreed to add guidance to its Regional Office Review
Program to ensure adequate review of examination procedures of affiliate activities. DSC also
indicated in its response that it further reviewed the four cases where we could not conclude on
the adequacy of examination procedures and concluded that substantial review and analysis of
affiliate activities took place in all four examinations.

DSC’s proposed actions are sufficient to resolve each recommendation. However, these
recommendations will remain undispositioned and open for reporting purposes until we have

determined that agreed-to corrective actions have been completed and are effective.

Appendix X presents a summary chart showing DSC’s responses to our three recommendations.
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APPENDIX I
OBJECTIVE, SCOPE, AND METHODOLOGY

The overall objective of our evaluation was to review DSC’s efforts to identify affiliates of
FDIC-supervised institutions and examine transactions with such affiliates. In accomplishing
our objective, we reviewed the following areas:

(1) The manner in which DSC examiners identify and assess the risks associated with affiliates
and affiliate transactions in determining the examination procedures applied to this activity
during safety and soundness examinations.

(2) The adequacy of examination procedures actually applied to affiliate activities.

In reviewing these two areas, we addressed the role of the DSC case manager in identifying and
monitoring FDIC-supervised institution affiliates and affiliate transactions.

To accomplish our objective, we performed the following work:

e Identified and reviewed the following laws, regulations, policies, and procedures related to
the FDIC’s responsibilities in the area of financial institutions’ affiliates and affiliate

transactions.

(1) Banking Act of 1933, Section 2(b).

(2) Federal Reserve Act, Sections 23A and 23B.

(3) Bank Holding Company Act of 1956.

(4) Federal Deposit Insurance Act, Section 18(j).

(5) Division of Supervision and Consumer Protection (DSC) Manual of Examination
Policies: Related Organizations, Section 4.3 as of August 1999, and the
February 2002 revision that includes the provisions of the Gramm-Leach-Bliley Act
(GLBA) which amended many laws governing the affiliation of banks and other
financial service providers.

(6) DSC Manual of Examination Policies, Basic Examination Concepts and Guidelines,
Section 1.1, Coordination of Bank Holding Company Inspections and Subsidiary
Institution Examinations.

(7) DSC Regional Directors Memorandum 2001-002, Implementation of Functional
Regulation Pursuant to the Gramm-Leach-Bliley Act, dated January 10, 2001,
Transmittal Number 2001-002.

(8) DSC Regional Directors Memorandum 2001-037, Revised Pre-Examination
Planning Memoranda, dated September 12, 2001, Transmittal Number 2001-037.

(9) DSC Regional Directors Memorandum 2001-039, Guidelines for Examination

Workpapers and Discretionary Use of Examination Documentation Modules, dated
September 25, 2001, Transmittal Number 2001-039.

(10) DSC Regional Directors Memorandum, Revised Report of Examination, dated

October 11, 2001, Transmittal 2001-045.

(11) Related Organizations Examination Documentation (ED) Module, dated

October 2000.

(12) ED Module, Risk Scoping Activities, dated August 2001.
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(13) Procedures related to affiliates that were included in the following ED
Modules-Loan Portfolio Management and Review Control; Securities and
Derivatives; Other Assets and Liabilities; Earnings; International Banking;
Nondeposit Investment Products; Securitization; Trust; Retail Insurance and
Securities Sales Activities; Commercial and Industrial Loans; Credit Card
Activities; Subprime Lending; Pooled Investment Vehicles Reference; Employee
Benefits Reference; Conflicts of Interest; and Reviews of External Auditor
Workpapers.

(14) FDIC Circular 7000.1, DSC/DRR Information Sharing for Failing Institutions, dated
December 3, 1999.

(15) FDIC Case Managers Procedures Manual.

Reviewed Reports of Examination (ROE) for 32 FDIC-supervised financial institutions rated
CAMELS 3, 4, and 5 as of December 31, 2001, and having assets over $250 million.
Reviewed ROEs for FDIC-supervised financial institutions rated CAMELS 1 and 2 and
having assets greater than $250 million.

Selected 24 examinations for review of examination procedures applied to affiliates and
related transactions in order to determine the adequacy of procedures used. (Refer to

Table 3.)

Table 3: Universe of FDIC-Supervised Banks Having Assets Greater Than $250
Million and Sample of Banks Selected for OIG Review

Banks > $250 Million at Sample of Banks Selected for
12/31/01 Review
CAMELS
Rating of | Number of Number of
Banks Banks Total Assets Banks Total Assets
New 2 $17,995,351 0 $0
3,4,&5 32 $24,431,850 9 $10,363,094
1&2 868 $1,110,330,228 15 $116,845,945
Total 902 $1,152,757,429 24 $127,209,039
Percentage 2.66% 11.04%

Source: OIG Analysis

Using a questionnaire, interviewed Examiners-in-Charge (EIC) or operations manager (OM)
responsible for the 24 examinations we reviewed.

Using a questionnaire, interviewed the case managers (CM) responsible for overseeing the 24
financial institutions in our sample.

Reviewed examination workpapers, including correspondence files, for the 24 financial
institution examinations we selected for review.

Reviewed the Federal Reserve System Bank Holding Company Supervision Manual
provisions that relate to testing of transactions among and between bank holding companies
and their bank and nonbank affiliates to determine the extent of transaction testing performed
by the Federal Reserve in its inspections of bank holding companies.
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e Reviewed the Federal Reserve instructions and guidance for preparing and submitting the
FR Y-6 Report, Annual Report of Bank Holding Companies, and FR Y-8 Report, The Bank
Holding Company Report of Insured Depository Institutions’ Section 234 Transactions with
Affiliates.

e Obtained and analyzed results of financial databases queries made by the OIG’s Office of
Investigations to identify the organizational structures for five New York Regional Office-
supervised banks and one Dallas Regional Office-supervised bank with CAMELS ratings of
3, 4, and 5 and having assets greater than $250 million.

e Interviewed Federal Reserve officials regarding the availability of FR Y-8 Reports to the
FDIC.

e Performed Internet research related to Industrial Loan Companies (ILC) and the applicability
of Section 23A and 23B to ILC.

e Reviewed DSC’s training curriculum and On The Job Training (OJT) course outlines for
noncommissioned examiners to determine the extent of training in affiliates and affiliate
transactions.

e Reviewed the Federal Reserve Board’s notices related to Regulation W. In November 2002,
the Federal Reserve Board published a final Regulation W, which combines the Federal
Reserve’s statements on Sections 23A and 23B of the FR Act with new elements required by
the Gramm-Leach-Bliley Act in a single, comprehensive rule governing transactions between
banks and their affiliates. Final Regulation W will have an effective date of April 1, 2003.

We gained an understanding of DSC’s system of internal control by reviewing the policies and
procedures for identifying and reviewing financial institutions affiliates and related transactions
and the examiners' implementation of those policies and procedures as they apply to affiliates.
We did not test internal controls over these processes. Further, we did not (1) test for fraud or
illegal acts, (2) test for compliance with laws and regulations, or (3) determine the reliability of
computer-processed data obtained from the FDIC’s computerized system. We limited our
review of Government Performance and Results Act reporting to reviewing the FDIC 2001 to
2006 Strategic Plan to identify any goals related to affiliates.

We performed fieldwork in DSC headquarters; Dallas, New York, and San Francisco Regional
Office; and Baltimore, Dallas, Orange, Portland, Salt Lake City and San Francisco Field
Offices. We conducted our evaluation from June 2002 through January 2003, in accordance
with generally accepted government auditing standards. We discussed the results of our
evaluation with DSC management at an exit conference held on January 28, 2003.
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CM
DOS
DRO
DSC
ED

EIC
FDI Act
FRB
GLBA
ILC
NYRO
OIG
oJT
OM
PEP
RDM
RDM 2001-037

RDM 2001-039

ROE
SFRO

APPENDIX II

ACRONYMS AND ABBREVIATIONS USED IN REPORT

Capital Adequacy, Asset Quality, Management, Earnings, Liquidity, and
Sensitivity to Market Risk

Case Manager

Division of Supervision

Dallas Regional Office

Division of Supervision and Consumer Protection
Examination Documentation

Examiner-in-Charge

Federal Deposit Insurance Act

Board of Governors of the Federal Reserve System
Gramm-Leach-Bliley Act

Industrial Loan Corporation

New York Regional Office

Office of Inspector General

On The Job Training

Operations Manager

Pre-Examination Planning

Regional Director Memorandum

Revised Pre-Examination Planning Memoranda, September 12, 2001

Guidelines for Examination Workpapers and Discretionary Use of Examination

Documentation Modules, September 25, 2001.
Report of Examination

San Francisco Regional Office
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EXCERPTS FROM THE DIVISION OF SUPERVISION AND CONSUMER
PROTECTION MANUAL OF EXAMINATION POLICIES, SECTION 4.3, RELATED
ORGANIZATIONS

Excerpts from Section V. AFFILIATES

Four major types of affiliates are defined in Section 23 A and these are discussed in the following
paragraphs.

The first category pertains to a parent holding company and its subsidiaries. Any company that
controls the bank (holding company) as well as any other company that is controlled by the
company controlling the bank (sister subsidiary) is considered to be an affiliate of the bank under
Section 23A. "Control" is defined as owning, controlling, or having the power to vote (directly
or indirectly) 25 percent or more of any class of voting securities; or controlling in any manner
the election of a majority of the directors or trustees. The term "company" means a corporation,
partnership, business trust, association, or similar organization. These definitions are very
similar, although not identical, to the definitions of "control" and "company" used in the Bank
Holding Company Act. It is therefore possible to have a holding company-subsidiary
relationship under the Bank Holding Company Act which is not an affiliate relationship for the
purposes of Section 23A. Control relationships existing in certain types of trusts are an example.

Section 23 A grants an important exemption with respect to domestic banks which are affiliated
under this definition. When a bank is 80 percent controlled by a holding company, its
transactions with other banks which are also 80 percent controlled by the same holding company
are largely unrestricted. The only restrictions which do apply are the general prohibitions against
a bank purchasing low-quality assets from its affiliates (refer to "Restrictions on Covered
Transactions With Affiliates" below for a definition of "low quality asset"), and a requirement
that all transactions be consistent with safe and sound banking practices. All restrictions and
limitations set forth in Section 23A are, however, applicable to transactions by a bank with its
parent holding company, its non- bank subsidiaries, and its bank subsidiaries which do not meet
the 80 percent exemption. They also apply to an affiliated foreign bank even where the 80
percent test is met. The rationale for the 80 percent ownership test is that it is the minimum
ownership generally required for the preparation of consolidated Federal income tax returns.

The second category consists of bank subsidiaries of a bank. A domestic bank, which is
controlled by another bank, is an affiliate of the controlling institution for the purposes of
Section 23A. Where such bank is, however, 80 percent controlled, it is granted the same
exemption described above relative to sister bank affiliates in a holding company organization.
Thus, the treatment of domestic bank affiliates is consistent whether the bank is affiliated
through a holding company or by virtue of direct ownership or control.

A different situation exists with respect to non- bank and foreign bank subsidiaries. Directly
owned subsidiaries of this type, whether majority or minority owned, are excluded from the
definition of an affiliate for the purposes of Section 23A. This is in contrast to the treatment of
such firms when they are holding company subsidiaries. (As noted above, non-bank and foreign
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bank subsidiaries of a holding company are affiliates and are subject to the restrictions of
Section 23A). The rationale for this contrast in treatment is that non-bank subsidiaries, when
majority owned by a bank, are really an integral part of the bank and transactions between the
two should not normally be restricted. With respect to minority owned nonbank subsidiaries, it is
noted that most banks are restricted in their ability to own stock and several of the more common
types of non-bank subsidiaries (such as bank premises and safe deposit companies) are
specifically exempted anyway. While this rationale serves to mitigate concern for transactions
with non-bank subsidiaries in many instances, situations may arise where a bank can be exposed
to undo risk. For instance, in some states banks may be able to conduct types of businesses
through a non-bank subsidiary which would be prohibited to the bank itself. While the bank's
investment in such a company may be limited, there may be no restriction on the amount of loans
which could be made to the affiliate to fund its operations. Where evidence exists that a
particular non-bank subsidiary should be brought under the restrictions of Section 23A, this can
be accomplished by specific order or regulation. Any such recommendation should be
forwarded to the Regional Office accompanied by supporting information.

The third category of affiliates may be referred to as companies interlocked with a banking
organization. Any company which is interlocked with a bank or its holding company by virtue
of common ownership or common directors is an affiliate of the bank for the purposes of
Section 23A. Such interlocks will arise any time that (1) 25 percent or more of a company is
owned, directly or indirectly, by or for the benefit of shareholders who have a direct or indirect
ownership of 25 percent or more in either the bank or its parent holding company; or (2) a
majority of a company's board of directors also comprise a majority of the board of the bank or
its parent holding company. This definition may frequently be applicable to chains of one-bank
holding companies which are interlocked by ownership or board membership at the holding
company level. Under this definition both the chain of holding companies and their subsidiary
banks will be affiliates of a bank under examination if either of the above relevant criteria are
met.

The final category is comprised of sponsored and advised affiliates. For the purposes of
Section 23A, a company which is sponsored and advised on a contractual basis by a bank, or by
any of the bank's subsidiaries or affiliates, is an affiliate of the bank. Real estate investment
trusts are an example of this type of affiliation.

Any investment company which a bank or any of its subsidiaries or affiliates serves as an
investment advisor is an affiliate of the bank. An investment advisor is basically one who,
pursuant to a contract, regularly furnishes advice with respect to the desirability of investing in,
purchasing or selling securities, or is empowered to determine what securities shall be purchased
or sold by the investment company. The rationale for the inclusion of these two types of
affiliations is that banks may, in order to protect their reputation or to forestall lawsuits alleging
that bad advice was given, engage in less than arms length transactions. By according the
provisions of Section 23A to such situations, a bank's potential exposure to loss can be
controlled.
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RELATED ORGANIZATIONS EXAMINATION DOCUMENTATION MODULE

Related Organizations

Examiners should evaluate the above-captioned function against the following control and
performance standards. The Standards represent control and performance objectives that should
be implemented to help ensure the bank cperates in a safe and sound manner, and that the
entity's objectives are carried out. Associated Risks represent potential threats to the bank if the

standards are not achieved and maintained.

The Standards are intended to assist examiners in

analyzing important functions that may warrant additional review. All of the following Standards
may NOT need to be considered at every bank. Conversely, these do NOT represent alt of the
control and performance standards needed for every bank, Examiners should continue to use

their judgement when assessing risk.

Standards

| Associated Risks

MANAGEMENT AND CONTROL

The board establishes adequate policies and
procedures concerning related organizations.

The board reviews, approves, and monitors
transactions between the bank and affiliates,

Unjustified payments to the affiliated organizations
may place a burden on the bank's financial
position.

Abusive practices may negatively impact earnings,
capital, and shareholder value.

The board ensures adequate management
oversight of the bank.

Dividing management's time between the bank and
related organizations may create conflicts of
interest that adverseiy impact the bank.

The board understands and supports the
importance of applicable regulations concerning
transactions with the HC, affiliates, and
subsidiaries.

Excessive use of bank resources to fund affiliated
organizations may expose the bank to risks beyond
the usual creditor exposures.

The board establishes an adequate independent
audit.

Affiliated relationships and transactions may not be
properly identified, which may increase the bank's
exposure to credit, legal, and liquidity risk.

The board assures adequate separations between
the bank and affiliated organizations.

Customer confusion (and potential liability to the
bank) can arise when the business of the bank and
affiliated organizations are not appropriately
separated.

PERFORMANCE

Management operates in conformance with policy
guidelines and procedures.

Unauthorized actions may increase the risk of
abusive transactions.

Management complies with all accounting
pronouncements, laws, and regulations regarding
related organizations.

Impermissible transactions with affiliates increase
the risk of loss.

Impermissible activities can force an untimely
liquidation of investments.

The bank’s financial position may be misstated.

Management provides adequate information to the
board to monitor transactions.

Inadequate information may lead to erronecus
conclusions or decisions and financial risks may go
undetected.

Management monitors activities of affiliated
organizations to reduce the bank's exposure to
excessive financial pressures.

inadequate reporting mechanisms may
compromise the board's awareness of affiliate
interaction,

Excessive activities of afflliated organizations and
debt accumulation can increase financial pressure.

inadequate capital of affiliates may lead to

| Affiliated organizations are operated with adeguate
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Standards Associated Risks

capital for the nature and scope of their business. diminished bank capital.

Core Analysis Decision Factors

Related Organizations

Core Analysis Decision Factors

Examiners should evaluate Core Analysis in this section for significance and to
determine if an Expanded Analysis is necessary. Negative responses to Core Analysis
Decision Factors may not require proceeding to the Expanded Analysis. Conversely,
positive responses to Core Analysis Decision factors do not preclude examiners from
proceeding to the Expanded Analysis if deemed appropriate.

Do Core Analysis and Decision Factors indicate that risks are adequately
managed?

Core Answer: General Comment:{If any)

Core Analysis Decision Factors

C.1. Are bank policies and procedures adequate for the level of transactions among the
holding company, affiliates, and subsidiaries?

C.2. Are internal controls adequate?

C.3. Are the audit or independent review functions adequate?

C.4. Are information and communication systems adequate and accurate?

C.5. Are bank affiliates able to operate without threatening the financial condition of the
bank and are separated appropriately?

C.6. Do transactions comply with the appropriate Federal and state laws and
regulations?

C.7. Are all affiliated organizations appropriately capitalized?

C.8. Do the board and senior management effectively supervise this area?
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Expanded Analysis Decision Factors

Related Organizations

Expanded Analysis Decision Factors

This section evaluates the significance and materiality of deficiencies or other specific
concerns identified in the Core and Expanded Analyses.

Do Expanded Analysis and Decision Factors indicate that risks are adequately
managed?

Expanded Answer: General Comment:(If any)

Expanded Analysis Decision Factors

E.1. Are deficiencies immaterial to management's supervision of transactions with
related organizations?

E.2. Are deficiencies immaterial to the bank's financial condition?
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Core Analysis

Related Organizations

Consider the following procedures at each examination. Examiners are encouraged to exclude items deemead unnecessary. This
procadural analysis does not represent every possible action to be taken during an examination. The references are not intended to
be allinciusive and additional guidance may exist. Many of thase procedures will address more than one of the Standards and
Associated Risks, For the examination process to be successful, examiners must maintain open communication with bank
management and discuss relevant concemms as they arise.

IMPORTANT

The bank's corporate structure is subject to important laws and regulations: Bank Holding
Company Act (BHC) of 1956, The Banking Act of 1933, Sections 23A and B of the Federal Reserve
Act, Part 362 of the FDIC Rules and Regulations, and the Banking Act of 1982, These regulations
define terms such as conclusive presumption, rebuttable presumption, affiliate, covered
transaction, and low-quality asset. Do NOT use this module as a substitute for referencing the
actual regulations.

Note: An "affiliate” is a broad term and includes (1) Bank holding companies; (2) Bank
subsidiaries of the holding company; (3) Nonbank subsidiaries of the holding company; {4} Bank
or financial subsidiaries of the bank; or (5) Any company that the Federal Reserve determines by
regulation or order to be an affiliate, The existence of a chain organization should also be
considered during the analysis.

Preliminary Review

1 Review prior examination reports, pre-examination memorandum, and file correspondence for an
overview of any previously identified criticisms. Pay particular attention io Federal Reserve HC
inspection reports.

2 Review the most recent external and internal audits to determine scope, criticisms, and
recommendations with the Holding Company (HC), affiliates, and bank subsidiaries.

3 Identify relationships with holding companies, other affiliaies and subsidiaries. Review possible
ownership ties for affiliates not identified by the institution.

4 Examine the corporate structure surrounding the bank and identify affiliate transactions. Pay
particular attention to the following items:

4 A Policies established concerning tax sharing arrangements and various transactions
between related organizations.

4 B Listing of affiliated transactions from the pre-examination information.
4 C Principal shareholder, director, and executive officer information.
4 E Fixed asset subsidiaries or affiliates.

4 F Multiple relationships with customers. (e.g., bank lends to a company, an affiliate
underwrites its securities or sells securities of the company to its bank customers.)

5 Review the holding company and the bank's corporate structure for the possibility of a chain
banking group. Note: A chain banking group is a group {two or more) of banks or savings
associations or their holding companies which are controlied directly or indirectly by an individuai or
company acting alone or through or in concert with any other individual or company.
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Core Analysis
6 Review, to the extent possible, other Federal and state examination reports of the banks within a
chain banking group for mutually-shared risks. Consider the following items:
6 A Size and complexity of the organizations.
6 B QCverall condition of the institutions in the chain.
6 C Extent of loan participation among institutions in the chain.
6 D Degree of interdependence among institutions,
6 E Common deficiencies in lending and investment policies.
6 F Possible insider abuse.
6 G Shared management.

6H Degree and nature of control being exerted over individual institutions (absentee
ownership).

Policies and Procedures

7 Determine if policies appropriately address relationships and transactions with related
organizaticns.

8 Determine if formal and informal employee sharing agreements are appropriate and dual
employees’ work allocation conforms to the agreement.

Internal Controls

9 Determine the bank's methods for identifying transactions subject to Section 23A and 23B of the
Federal Reserve Act. Determine if these methods adequately identify such transactions. Consider
the following information:

9 A Internal reports (Management should document any covered transactions with affiliates).

9B Loan records.

9 D Deposit accounts.

9 E Accounts payable and receivable.

9F Beard minutes.

9 G Discussions with management (e.g., Does management understand what services its
affiliates provide?).

10 Determine the volume and frequency of inter-institution transactions such as loan participations
or sales, purchase or sales of securities or other assets, bank stock Ioans, insider transactions and
contractual obligations for services. Review these for possible noncompliance or abusive activities.
Consider the following items:

10 A Loan quality asset prohibition.

10 B Collectibility of receivables.
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Core Analysis

10 G Collateral requirements for covered transactions.
10 D Advertising rastrictions.
10 E Fixed asset arrangements.

11 Review any formal or informal agreements regarding covered transactions. Determine if
management adegquately documents and supports the cost, fee structure, and quality of services.

12 Determine the bank's compliance with any outstanding conditions of an approved order or
commitment issued by the regulator.

Audit or Independent Review

13 Determine if the independent review provides sufficient coverage relative to the institution's size,
scope of related organization activities, and risk profile. The independent review should:

13 A Recommend corrective action, when warranted.
13 B Verify that corrective action commitments have been implemented.

13 C Assess separation of duties, internal contrals, and supervision of related organization
aclivities,

13 D Determine compliance with policies, procedures, and regulatory requirements.

13 E Assess the adequacy, accuracy, and timeliness of reports to senior management and the
board.

14 Determine that results are reported to the board or designated committee on a timely basis.

15 Determine if management's responses to recent audits or independent reviews are reasonable.
Information and Cormmunication Systems

16 Determine if management reports provide sufficient information relative to the size and risk
profile of the organization and evaluate the accuracy and timeliness of the reports.

Evaluation of Affiliate Operations

17 Confirm the level of bank cwnership by the holding company.

18 Review the stockholders listing and most recent proxy statements of the holding company. Note
those ownership or control levels that satisfy the definition of control.

19 Review and analyze the holding company's financial infermation, such as 10-K, 10-Q, UBHGR
and BOPEC rating. Internal financial statements, annual reports, the officer's questionnaire, and the
holding company's inspection report. Consider the following items in the review:

19 A Origin of long-term debt, short-term debt, unamortizing debt, and the level of pressure
exerted on the bank subsidiary to upstream dividends.

19 B Level of holding company borrowing used to provide equity contributions to the
subsidiary bank (double feverage).
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Core Analysis

19 C Sources of income. Pay particular attention to management fees paid by the bank
outside the dividends upstreamed.

19 D The holding company's ability to attract funds.
19 E Holding company transactions between subsidiaries.

19 F Income tax payments if tax return is filed on a consolidated basis. (Refer to the FDIC
Statement of Policy, Income Tax Remittance by Banks to Holding Company Affiliates.)

19 G Deposit relationships maintained at the bank,

18 H Merchant banking or other activities at the holding company that may impact credit
decisions at the bank level,

20 Review the management structure and programs of the holding company and its subsidiaries
and determine the impact on the institution. Consider the following issues:

20 A Level of centralized control by the holding company over bank subsidiaries.
20 B Expertise that is available to the bank subsidiary.
20 C Training programs.

20 D Movement of officers between the bank, holding company, and affiliates. Note any
unfilled positions within the bank subsidiary.

20 E Bank management time allocated to holding company activities versus bank business.

20 F Management contracts with holding company and bank subsidiaries and all supporting
documentation.

20 G Applicability of Regulation ©.
21 Determine that management and other fees paid by the bank have a direct relationship to the
value of the actual goods and services rendered based on reasonable costs consistent with current

market values for such goods and services.

22 Review any mortgage banking activity and servicing contracts with affiliates, if applicable. Pay
particular attention to the following concerns:

22 A The capacity in which the affiliate is acting. (Acting as principal on the behalf of or as
agent for the affiliate bank.)

22 B The nature of the services provided.
22 C The transfer of low quality assets.
22 D The adherence to regulatory requirements for mortgage servicing rights.

22 E The billing arrangement, frequency of billing, method of computation, and the basis for
fees.

22 F The method for compensating the bank for balances maintained and net interest sarned
on warehouse loans and lines. This method should not be preferential.
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Core Analysis

22 G The pricing of loan and servicing right saies.
23 Analyze the subsidiaries' financial information, operating policies, and any activities and
determine if they may be detrimental to the institution's financial position. Consider the following
items:

23 A Quality of assels.

23 B Funding needs.

23 C Fees received from the bank.

23 D Salary structure of subsidiary’s officers and shared officers.

23 E Financial condition of the subsidiaries.

Compliance with Sections 23A and 238, Part 362, and Other Applicable
Regulations

24 Confirm that the bank’s loan agreements do not restrict a borrower from obtaining credit,
property, or service from a direct competitor of the holding company, holding company's
subsidiaries, or bank's subsidiaries as a condition of credit (Anti-tying provision of the BHC Act).
(Note: The provision is not intended to restrict the bank’s ability to impose debt limitations on
borrowers.)

25 Assess whether bank customers who purchased financial products of affiliated organizations
have been notified of the affiliate relationship.

26 Determine if the subsidiaries’ activities are permissable and comply with appropriate Federal and
state laws and regulations.

27 Assess the adequacy of corporate, management, and physical separations that exist between
the bank and affiliated organizations.

Affiliate Capitalization

28 Determine if affiliates are in compliance with the capital requirements of their functional
reguiator.
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Expanded Analysis

Related Organizations

Generally, procedures used in the Expanded Analysis should target concerns identified in the Core Analysis and Decision Factors.
Expanded procedures associated with Core Analysis and Decision Factors of no concern need not be used. The flexible guidelines
specified for the Core Anaiysis aiso apply here,

1 Investigate why the policy and procedure deficiencies identified in the Core Analysis exist.
Possible reasons for policy deficiencies may include the following circumstances:

1 A Management overlooked these issues.
1 B Management is unfamiliar with prudent related organization guidelines and procedures.
1 C Management is unwilling to create or enhance policies and procedures.

2 If poor compliance with policies and procedures exist, determine the reasons. Possible reasons
are detailed below:

2 A Lack of awareness of policy existence.

2 B Disregard for established policies.

2 C Misunderstanding of the intent of policy guidelines.

2 D Poor internal communication of policy and procedures or subsequent revisions.

3 Determine if management commits to and supports preper controls and monitoring to ensure
policy guidelines are followed in the future. Determine if proposed controls are reasonable.

4 Determine the effect on the bank of inappropriate employee allocation agreements or
nenconformance with the agreement.

5 Determine if reimbursements are necessary for improper transactions.

6 Determine if the affiliate's or subsidiary's financial position will require additional funding
requirements. |dentify the source of the additional funding and the effect on the bank.

7 Determine the cause of violations or contraventions of FDIC statements of policies and identify
responsible parties. Consider the following items:

7 A Unfamiliarity with laws, regulations, or statement of policies.

7 B Negligence.

7 C Misinterpretation of statutory or regulatory requirements or prohibitions.
7 D Willful noncompliance.

8 If the bank is critically undercapitalized (Under PCA), determine if the bank has engaged in any
covered transaction as defined in section 23A, without the prior approval of the FDIC or FRS.
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Impact Analysis

Related Organizations

Impact Analysis reviews the impact that deficiencies identified in the Core and Expanded Analysis and Decision Factors have on the
bank's overall condition. Impact Analysis also directs the examiner to consider possible supervisory options.

1 Determine if the risks associated with affiliated relationships pose a material threat to the
institution's capital, asset quality, earnings, and liguidity. Assess the future impact on the institution
if these deficiencies continue.

2 Determine if management quickly and effectively reduce the risks associated with affiliated
relationships.

3 Determine if administrative and enforcement actions, Civil Money Penalties, or removal actions
are necessary. Formulate specific recommendations, and advise the appropriate supervisory
officials on the nature of the concerns. (FDIC: Field Office Supervisor and the Regional Office.)

4 Discuss the possibility of administrative and enforcement actions with executive management and
the board of directors.
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REGIONAL DIRECTORS MEMORANDUM, GUIDELINES FOR EXAMINATION
WORKPAPERS AND DISCRETIONARY USE OF EXAMINATION DOCUMENTATION

MODULES
CLASSIFICATION NUMBER: 6600
Division of Supervision DATE: September 25, 2001

ISSUING OFFICE: DOS/PPD

MEMORANDUM SYSTEM o

Robert Walsh  202-898-6911

[ NOTICE | X | MEMORANDUM

TO: Regicnal Directors

FROM: Michael J. Zamorski
Acting Director

SUBJECT: Guidelines for Examination Workpapers and
Discretionary Use of Examination Documentation Modules

1. Purpose: To issue examination workpaper guidelines and establish the discretionary
use of the Examination Documentation (ED) Modules. The information contained in
this memorandum encompasses the implementation guidelines for an initiative that
originated from the DOS Process Redesign Project.

2. Background: The preparation of examination workpapers is an important part of
documenting the examination process and supporting examination conclusions. The
examiner-in-charge will now have considerable flexibility in choosing how to best
document exarmination findings, either through the use of ED Modules or the following
workpaper guidance. The use of the ED modules is now discretionary. The ensuing
guidance is intended to define workpaper documentation standards, which support
examination conclusions and satisfy the commitments made to Congress to comply with
the requirements in FDICIA and FIRREA.

Although their use is now discretionary, the ED modules are excellent training and
reference tools, which provide consistency and standardized procedures. Therefore, pre-
commissioned examiners are encouraged to continue to use the ED program, including
both procedures and decision factors, in conjunction with the DOS Manual of
Examination Policies (DOS Manual) and the DOS On-the-Job Training Manual. In
addition, the examiner-in-charge is encouraged to use ED when appropriate, especially
when reviewing specially areas such as BSA and electronic banking. Other ED modules,
or portions of ED modules, may be useful when an examiner is unfamiliar with a certain
area or has not reviewed a particular area for an extended period of time.

3. Workpaper Guidelines: Examination findings should be documented through a
combination of brief summaries, bank source documents, report comments, and other
examination workpapers that address both management practices and condition.
Examination documentation should demonstrate a clear trail of decisions and supporting
logic within a given area. Documentation should provide written support for examination
and verification procedures performed, conclusions reached, and support the assertions of

37



APPENDIX V

fact or opinion in the financial schedules and narrative comments in the Report of
Examination. This documentation should include a “Summary Statement,” which at a
minimum:

¢ Provides a summation of the documentation relicd upon during the review

+ Briefly details the procedures used and analyses conducted to support conclusions
relative to the assigned CAMELS components, BSA examination findings, and
other significant areas of review

s (apsulizes any material discussions with management

Summary statements can take many forms, including notations on copies of the source
documents, a separate hand-written comment, use of an ED module, and/or a document
prepared electronically, with a hard copy maintained in the appropriate file. In most
cases, 1t 1s expected these summaries will be brief for low risk areas and/or “1” and “2”
rated components. It is expected these summaries would be expanded as the risk profile
Wworsens.

One or more summary statements can be prepared at each examination to address major
areas of review. For example, examiners could prepare a summary covering a broad
topic of review, such as “Capital”, “Earnings”, or “Liquidity”. As an alternative, the
examiner-in-charge might elect to prepare several brief summaries on tasks performed in
specific areas to document the “Asset Quality” and “Management” CAMELS
components. An example of a specific area of review might include the “Analysis of
Management’s Methodology and the Adequacy of the Allowance for Loan and Lease
Losses”. Documents maintained in the final workpapers should support the conclusions
reached in these summaries and provide an audit trail of the examination findings.

Other possible documentation support includes such items as bank source documents,
comespondence file documents, the scope memorandum, the UBPR, the “Examination
Task Checklist (Checklist —Refer to Attachment C)”, etc. The comments contained in the
final Report of Examination, including the summaries covering each of the CAMELS
component ratings, are considered a significant part of the examination documentation.
The use of the ED) modules will also satisfy examination documentation requirements.

Examiners are encouraged to request that bank management provide as much pre-
examination planning information (i.e., “first day” letter items such as policies, board
and committee meeting minutes, etc.) as possible in electronic format. These items
would likewise be considered a part of the ¢xamination documentation.

ATTACHMENTS
A list of sample documentation is included in Attachment A. A list of items to consider

when documenting support for the examiner’s final CAMELS component ratings and
examples of five summary statements for a Capital component with a “1”" rating is
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contained in Attachment B. Attachment C is provided as an example of a Checklist,
which provides examiner guidance in the examination process and can be used to
document the items reviewed.

WORKPAPER SUBSTANCE

All workpapers should be labeled with the institution’s name and location, dated, and
signed or initialed by the examiner or pre-cominissioned examiner who prepared the
document. A checklist of examination procedures performed, such as the exampte
included herein as Attachment C, may be used to document completed tasks and
included as part of the examination workpapers. Documentation should be prepared and
retained 1n the workpapers for each significant job task performed. The Checklist could
be used as the final documentation for those areas reviewed where findings are not
material. The examiner-in-charge has discretion as to the extent of the documentation;
however, as already stated, minimal documentation will likely be necessary in areas with
limited risk. The examiner-in-charge always has the discretion to use the applicable ED
modules for documentation support. If the Checklist is intended to be the only form of
documentation for any given task, the examiner-in-charge should initial, or otherwise
indicate, the tasks performed. Also, if there are no other associated workpapers for a
given task, the examiner-in-charge should include handwritten or electronically prepared
notes (which can either be attached or included on the Checklist) briefly summarizing
discussions with management, findings, and support for the conclusions reached.

Examiners should use standardized loan line sheets except in special situations where
alternative forms, such as institution generated automated line sheets, provide a clear and
substantial time savings and the same general loan information. Line sheets will contain
sutficient supporting data to substantiate the pass or adverse classification of a line.

For BSA examinations, workpaper documentation should support the conclusions
included in the summary statcment. At a minimum, this documentation should support
the examiner’s assessment of the bank’s BSA and anti-money laundering programs and
procedures; the related audit or internal review function; the bank’s information and
communication systems; compliance with regulations; and related training.

For selected areas of examination activity, workpaper forms have been created in
GENESYS and are available as supplements to the respective report pages or ED
modules. Additional guidance for their use is included in the Report of Examination
Instructions. When examiner concems warrant it, any supplemental workpaper form may
be included in the Report of Examination.

WORKPAPER FILES

Workpapers relating to various major assignments (i.e. eamings, capital, balance sheet,
etc.) should be segregated and placed in separate folders, envelopes, or binders. (If
binders are used, workpapers for a number of major assignments can be incorporated into
one binder 1f it is properly indexed with the required information). Workpapers
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generated for the evaluation of internal routine and controls may be filed together under
one major heading or separately under the major categories reviewed. Line cards should
be segregated from other workpapers, alphabetized, and securely banded. BSA
workpapers should be maintained scparately from the workpapers of the regular safety
and soundness examination and should be retained for five years. The separate retention
of BSA workpapers will expedite their submission in the event that the Treasury
Department requests them during an investigation.

Each folder, envelope, or binder should be appropriately labeled with the institution’s
name and location, the date of examination, and a summary of documents that have been
prepared and retained for each category. At its discretion, each region and field office
may designate the major categories and supplemental lists for their respective office(s).
The workpaper folders, envelopes, or binders should then be organized in a labeled box,
expandable file, or other appropriate centralized filing system at the conclusion of the
examination. The examiner-in-charge is responsible for ensuring that examination
workpapers are properly compiled and satisfactorily organized.

WORKPAPER RETENTION

Line sheets should be retained for one examination beyond the examination at which they
are purged from the active loan deck. The Safety and Soundness (S&3S) Officer’s
Questionnaire, BSA Officer’s Questionnaire, and BSA workpapers must be retained for a
minimum period of five years from the examination start date. The S&S Officer’s
Questionnaire should be retained indefinitely when irregularities are discovered or
suspected, especially if the signed questionnaire may provide evidence of these
irregularities. The examiner may submit the Officer’s Questionnaire with the Report of
Examination if circumstances warrant, such as when the examiner suspects that an officer
knowingly provided incorrect information on the document. Retention of other
workpapers beyond one examination should generally be confined to those banks with
existing or pending administrative actions, special documents relating to past insider
abuse, documnents which are the subject of previous criminal referral letters, or other such
sensitive documents. While the retention of workpapers beyond one examination is
generaily discouraged, major schedules such as earnings, balance sheets, board minutes,
and other pertinent workpapers can be retained if deemed useful.

4. Action: The instructions in this memorandum are effective immediately and
supercede all previous guidance on workpaper documentation. Qutstanding Regional
Director memoranda containing gunidance on the practical use of ED are still applicable,
should an examiner choose to use the modules; however, any reference to the mandatory
use of the ED modules in outstanding memoranda should be disregarded.

Also, each Region should cstablish procedures to facilitate periodic and random reviews
of examination workpapers to ensure that findings and conclusions are adequately
supported and that documentation on file is consistent with the guidelines included
herem. The review scope and findings should be documented in writing.
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The guidance contained herein will be incorporated into the DOS Manual.

5. Distribution: This memorandum should be distributed to all examiners.

Attachments

Transmittal Number 2001-039
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REGIONAL DIRECTORS MEMORANDUM, REVISED PRE-EXAMINATION
PLANNING MEMORANDA

CLASSIFICATION NUMBER: 6600
DATE: September 12, 2001
ISSUING OFFICE: DOS/PPD
CONTACT:

Division of Supervision

MEMORANDUM SYSTEM

Robert W. Walsh 202-398-6911
| NOTICE [ X | MEMORANDUM

MEMORANDUM TO: Regional Directors

FROM: Michael J. Zamorski
Acting Director

SUBJECT: Revised Pre-examination Planning Memoranda

1. Purpose: To provide examination staff with guidance on preparing pre-examination
planning (PEP) memoranda according to the revised format and to promote consistent
application of these guidelines. This memorandum contains the implementation
guidelines for an initiative that originated from the DOS Process Redesign Project.

2. Background: The primary purpose of the PEP memorandum is to convey and
document examiners’ conclusions regarding allocation of examination resources
according to perceived risk. The purpose of PEP memoranda is not to serve as an offsite
analysis of each institution to be examined.

An analysis of PEP memoranda from each supervisory region showed that while each
region uses a slightly different format, PEP guidance uniformly includes a discussion of
all CAMELS components (and in some cases ancillary areas), regardless of the risk
involved or the volume of resources anticipated to be devoted to these areas. Examiners
have often detailed, generally in repert-quality fashion, the condition of the institution,
and commented on areas of “normal’ risk where standard examination procedures would
be applied. Also, current PEP memoranda include data and discussion regarding
examination hours (budgeted hours, average hours, and previous examination hours).

3. Action: The DOS Process Redesign analysis concluded that the current PEP process
should be streamlined and made more efficient. Also, the multiple layers of review of the
PEP can be significantly reduced. Therefore, to facilitate efficiency, the PEP process is
being revised to accomplish the following:

a. Require that PEP memoranda comments be prepared on an “exception only” basis,

according to areas of higher-than-nonmnal or lower-than-normal perceived risk.
b. Encourage brief, bullet comments, not necessarily of report quality.
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Promote uniformity in both the format and content of the regions” PEP memoranda.
Eliminate hours data.

Include high-level performance ratios and financial data.

Require formal examiner contact with the Case Manager during preplanning, which
will be documented on PEP memoranda.

Eliminate the need for Regional Office approval of PEP memoranda.

h. Define the deadline for submission of PEP memoranda to be the last business day
prior to the examination start date.

e B oo

It is expected that the aforementioned revisions will reducc the tim¢ examiners and
reviewers spend composing, editing, and rcviewing PEP documents. Additionally, the
revised PEP process should result in more concise preplanning documents that are
consistent with the stated purpose of the PEP memorandum; to allocate examination
resources according to perceived risk.

REVISED INSTRUCTIONS FOR COMPLETING THE PRE-EXAMINATION
PLANNING MEMORANDUM

Note: Please refer to attached PEP memorandum example.

Ratio Page: Examiners will complete the PEP mecmorandum cover page by inserting
appropriate examination dates, ratings (exam and SCOR for current period) and other
necessary figures and ratios for the current examination and the previous two
examinations (State or FDIC). The listed ratios from the Uniform Bank Performance
Report for the most recent quarter and the previous two year-ends will also be listed.
Finally, show IRRSA pass/fail information (including the reasons for any failures), and
the most recent RE Stress Test score if applicable.

Summary of Discussions with Management and Case Manager: Examiners will contact
institution management prior to the start of the examination to discuss examination issues
and any other items necessary. Contact should be in-person where possible, and by
telephone if necessary. Briefly summarize significant discussion topics, such as risk
areas, management’s concerns regarding economic conditions, and any other data
meantngful to the examiner’s efforts to allocate examination resources. Additionally,
examiners are required to contact the institution’s Case Manager early during the
preplanning process to discuss the upcoming examination (areas of perceived risk,
resource allocation issues, enforcement actions, application information, etc.) and to seek
input from the Case Manager. Telephone contact is preferable, but e-mail contact is
acceptable. Examiners will document the date of contact, including conclusions reached
during the discussion with the Case Manager, in the PEP memorandum.

Targeted Risk Areas: Targeted Risk Areas are those defined as areas with more than
normal risk, to which the examiner intends to devote additional or “above-normal”
examination resources. Targeted Risk Arcas may (but do not have to) include
CAMELS components, specialty areas (electronic banking, 1S, merchant processing,

Transmittal Number 2001-037
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¢.g.), internal audit environment, internal routine and controls, e.g. Targeted Risk Areas
should not include discussions of areas that are perceived to present average or moderate
risk. It is understood that for areas of moderate or “normal” risk, the examiner will
perform standard examination procedures' . Therefore, specific discussion of these areas
is not necessary.

Low Risk Areas Subject to Limited Review: Examiners should specifically discuss any

areas of perceived low risk, where normal examination resources and procedures will be
reduced or eliminated. Comments should include a brief explanation of why the area is
considered low risk.

For example: “Based on the satisfactory level and stable trend of the institution’s capital
ratios, conservative dividend policies, and earnings that are sufficient to allow for modest
growth and capital accretion, the institution’s capital level and structure is considered a
low risk area and no significant resources will be devoted to review of this area during
the examination.”

Loan Scope: The examiner will comment on the proposed loan scope, with emphasis on
risk areas within the portfolio where loan file review will be concentrated. Examiners
will, to the extent possible, disclose the target loan penetration percentage. The examiner
will discuss loan scoping with the Case Manager during the pre-cxamination planning
contact,

Staffing Discussion: Comments under this heading should be made only if the examiner
has identified factors which could result in actual hours being significantly higher or
lower than budgeted hours, or if there are other staffing concerns worthy of note. Briefly
state the reasons for the potential deviation from budgeted hours,

Supervisory Action (if applicable): Briefly discuss any outstanding supervisory action
(formal or informal) and outline the resources that will be devoted to this area.

Documentation Methodology: Indicate when it is anticipated the ED Modules wiil be
used during the examination. If known at this stage in the process, the examiner-in-
charge can indicate the specific modules which he/she anticipates using. The
documentation methodology actually used may differ from that discussed in the PEP
memorandum.

SUBMITTING THE PRE-EXAMINATION PLANNING MEMORANDUM

The PEP memorandum should be submitted to the Field Office Supervisor for approval
no later than the last business day prior to the examination start date. In addition, the

" “Standard” examination precedures refers to the preparation of the Core ED Analysis or the completion of
similar procedures, which form the basis for conclusions and findings. 1f not specifically mentioned in the
PEP, no supplemental modules, or similar procedurcs, are expected to be completed.

Transmittal Number 2001-037
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examiner should forward a copy of the memorandum to the institution Case Manager for
review. However, the Regional Office is not required to formally approve the PEP
memorandum.

RESPONSIBILITIES

Examiner-in-Charge: There are no proposed changes to the preglanning process with
respect to the analysis necessary to prepare for an examination.” Instead, revisions are
related solely to the content of the PEP memorandum, the goal of which is to reduce the
amount of time needed to prepare the document while still producing a valuable
preplanning tool. To this end, the examiner-in-charge is expected to do the following:

» Contact the Case Manager during the preplanning process to discuss any topics of
concern regarding the upcoming examination.

e Consult with the Field Office Supervisor regarding appropriate resources.

e (learly and concisely document within the PEP memorandum targeted risk areas and
low risk areas where greater-than-normal or less-than-normal examination resources
will be devoted.

e Submit the PEP memorandum to the Field Office Supervisor, with a copy forwarded
to the Case Manager no later than the last business day prior to the examination start
date.

e Prepare a post-examination comment on Page A of the Report of Examination
addressing any significant difference between projected and actual hours (greater than
15%). examination scope, and examination procedures. If no significant variances
occurred in these areas, provide a sentence such as: “There were no significant
variances between projected and actual examination hours, examination scope, and
examination procedures.”

Field Office Supervisors: The Field Office Supervisor will:

» Allocate appropriate time in the field office for examiners to complete pre-
examination planning activities.

» Discuss budgeted hours with the examiner-in-charge and make adjustments as
necessary based on the circumstances involved.

e Discuss examination issues and resource allocation strategies with the examiner
during the preplanning process.

¢ Communicate agreement with the final PEP memorandum via signature at the bottom
of the last page of the document.

: {For example, outstanding guidance, such as Transmittals pertaining to contacting outside auditors,

discussing workpaper reviews with the Regional Accountant, BSA preplanning, and GLBA considerations
remain in effect).

Transmittal Number 2001-037
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e Provide additional resources or examination time in situations where the examination
discloses material concerns or issues, not evident in the preplanning process, which
require review.

Case Managers: Case Managers have a unique perspective on the institution as they deal
with the institution on an ongoing basis, often having direct contact with management.
Accordingly, they are a valuable resource to the examiner in the pre-examination
planning process. Case Managers will:

e Review quarterly field office examination schedules in the Field Office Management
Information Systemn (FOMIS) to identify examination start dates.

® Become actively involved in the pre-examination planning process by discussing
potential examination issues with the examiner and relaying relevant information to
the examiner with respect to Regional Office interaction (via application,
conversations, enforcement actions, etc.) with the institution.

¢ Review the PEP memorandum to reinforce previous pre-examination planning
discussions with the examiner. In those limited instances where the final
preexamination memorandum is inconsistent with the consuitation during the
preplanning process, relative to the scope or targeted areas, contact should be
conducted with the EIC as soon as practical subsequent to the start of the
examination. Thereafter, the Case Manager will document the mapner in which the
1ssues were resolved.  Also, in the event the Case Manager becomes cognizant of
information, subsequent to the initial scope discussion, which could have a bearing
on the scope of the examination, the Case Manager will contact the EIC,

* Serve as a resource for the examiner during and after the examination.

4. Dustribution: This memorandum should be distributed to all examination staff and is
effective immediately.

Attachment; Pre-examination Planning Memorandum Example
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Aftachment
(Sample Format)
PRE-EXAMINATION PLANNING REPORT
Name of Financial Institution Location (City, State) Certificate Number
Exam Date
As of:
Stare:
Est. End:

| CM Name/Date of Contact: I

PRE-EXAMINATION PLANNING DATA AND RATIOS

Current Examination Prior Examination Prior Examination
SCOR CAMELS CAMELS

Rating

Total Assets

Tier 1 Leverage Ratio
Class/Total cap+ALLL
Hours

Current Quarter Year-end Ratios Prior Year-end Ratios
Ratios

Asset Growth Rate
Net Interest Margin

Return on Avg. Assets
Tot PD*/Gross Loans
Loan Loss/Avg Tot Lns
ALLL/Total Loans

Net NonCore Dep
Loans/Total Assets
Non-int Exp/Avg Assets

*All past-due loans plus nonaccrual divided by gross loans

IRRSA (Pass/Fail):

RE Stress Test Score (if applicable):
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PRE-EXAMINATION PLANNING REPORT

Name of Financial Institution | Location (City, State) Certificate Number

PRELIMINARY RISK ASSESSMENT

Instructions: Comment on any targeted risk areas that require additional examination
resources or low risk areas that will be subject to a limited review during the examination.
Examiners are not required to comment on areas subject to regular examination
procedures. Examiners are required to briefly discuss loan penetration strategies and
summarize discussions held with management. Examiners should discuss staffing only if
estimated hours are expected to differ substantially from budgeted hours, or if other
concerns exist. Bullet comments are encouraged. Fach examiner is expected to contact the
institution case manager for input prior to completing this memorandum. The PEP should
be submitted to the FOS for approval on the last business duy prior to the start of the
examination. A copy of the PEP should be forwarded to the Case Manager (CM).

Summary of Discussion with Management and Summary of Discussion with CM

Targeted Risk Areas (include CAMELS if applicable, specialty arcas, IRC/audit,
etc.)

Low Risk Areas Subject to Limited Review (include a brief explanation of why area
is considered low risk)

Loan Scope

Staffing Discussion

Supervisory Action (if applicable)

Documentation Methodology

II FOS Approval I Date ||
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GENERAL INSTRUCTIONS FOR PREPARING FR Y-8 REPORT, THE BANK
HOLDING COMPANY REPORT OF INSURED DEPOSITORY INSTITUTIONS’
SECTION 234 TRANSACTIONS WITH AFFILIATES

Who Must Report

The Bank Holding Company Report of Insured Deposi-
tory Institutions” Scction 23A Transactions with Affili-
ates (FR Y-8) must be filed by all top-tier bank hold-
ing companies (BHCs), including financial holding
companies (FHCs), as of the last calendar day of the
quartet. The reporting holding company must provide
the requested information on this report for each insured
depository institution that it owns. A separate FR Y-8
report form should be filed for each insured deposi-
tory institution. All transactions that insured depository
institutions have with affiliates {see glossary) should be
reported at the insured depository institution level.

An insurcd depository institution, for purposes of this
report, includes any statc bank, national bank, trust com-
pany, or banking association and any institution that
takes deposits that are insured by the Federal Deposit
Insurance Corporation, including savings associations,
but does not include insured branches of a foreign bank
nor uninsured trust companies. For purposes of this
report, an insured depository institution includes all of its
subsidiaries except financial subsidiaries and insured
depository institutions that are controlled by parent in-
sured depository institution. A holding company should
only include information for insured depository institu-
tions and their subsidiaries that are part of the holding
company’s organizational structure as of the last calen-
dar day of the quarter for which the report is being fled,

All gualified foreign banking organizations that own a
U.S. subsidiary bank also must file this report. However,
in the case of the multi-tiered foreign banking orgamza-
tion, if there is a domestic bank holding company that
is a subsidiary of a foreign banking organization, the
domestic bank holding company must file the FR Y-8 for
each insured depository institulion that is owned directly
or indirectly by the domestic bank holding company. The
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foreign banking orpanization must file this report only
for a U.S. subsidiary that it owns directly.

Frequency of Reporting

This report is to be submitted quarterly as of the last
calendar day of March, June, September, and December.

Preparation of the Reports

Holding companies are required to prepare the FR Y-§
in accordance with generally accepted accounting prin-
ciples {(GAAP) and with (hese instructions. All reports
shall be reported in a consistent manner.

Holding companies should refer to the glossary for
additional information on the items requested on this
report.

Cover Page

The cover page of the report must include the legal name
of the holding company filing the FR Y-8, the mailing
address, and the name and telephone number of a contact
at the holding company to whom questions about the
report(s) may be directed.

Legal Name of the Insured Depository
Institution

When specifying the name of the insured depository
institution for which the FR Y-8 is being filed. use the
legal namc as it appears on the papers of incorporation
or formation documents. The legal name must be the
same name that is specified on the Report of Changes in
Organizational Structure (FR Y-10), or the Report of
Changes in FBO Organizational Structure (FR Y-10F).



Signatures

The FR Y-8 must be signed at the places and in the
manner indicated on the cover sheet by an authorized
officer of the holding company. The declaration page
must be signed by an officer and submitted cach quarter
for the insured depository institution meeting the criteria
to be exempt from reporting any data on the report form.

Submission of Reports

The reports are to be submitted for each insured deposi-
tory institution of the holding company for each report
date on the report forms provided by the Federal Reserve
Bank. No caption on the report form shall be changed in
any way. An insured depository institution that does not
have any covered transactions and does not have any
financial subsidiaries as attested to on page 1, the decla-
ration page, need not report any data on page 2 of the
report. For all other respondents, an entry (i.e., an amount
or a zero) must be made for items 1 and 2 unless the
rcporting mstitution has checked the first box on page 2
indicating that the insured depository institution has
covered transactions with financial subsidiaries only. An
entry (i.e., an amount or a zero) must bc made for items 3
through 7 unless the reporting institution has checked the
second box on page 2 indicating that the insured deposi-
tory institution does not own financial subsidiaries.

Where to Submit the Reports

Hard copy submission of report forms. The original
report and the specified number of copies should be
submitted to the appropriate district Federal Reserve
Bank. The appropriate Reserve Bank is where the hold-
ing company’s Consolidated Financial Statements
(FR Y-9C) or Parent Company Only Financial State-
ments (FR Y-9SP) or Annual Report of Foreign Banking
Organizations (FR Y-7) is submitted, regardless of the
location of the insured depository institution.

All reports shall be completed clearly and legibly by
typewriter or in ink, Reports completed in pencil will not
be accepted.

Holding companies may submit computer printouts in a
format identical to that of the report form, including all
item and column captions and other identifying numbers.

Electronic submission of veport form. Any holding com-
pany interested in submitting the FR Y-8 electronically
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should contact the appropriate Federal Reserve Bank.
Holding companies choosing to submit these reports
electronically must maintain in their files a manually
signed and attested printout of the data submitted. Hold-
ing companies that meet the exemption criteria on page |
of the report form, the declaration page, must maintain
in their files a manually signed copy of the declaration
page. All holding companies should use the cover page
of the report form to fulfill the signature requirement and
attach it to the data printout or declaration page.

Submission Date

A holding company must file this report for each insured
depository institution by the 30th calendar day after the
report date. Any holding company that owns an insured
depository institution that has more than one foreign
office, other than a “‘shell” branch or an [nternational
Banking Facility, may take an additional fifteen days to
submit the report. The filing of a completed report will
be considered timely, regardless of when the reports are
received by the appropriatc Federal Reserve Bank, if
these reports are mailed first class and postmarked no
later than the third calendar day preceding the submis-
sion deadline. In the absence of a postmark, a company
whose completed FR Y-8 is reecived late may be called
upon te provide proof of timely mailing. A “Certificate
of Mailing™ (U.S. Postal Service form 3817) may be
used to provide such preof. If an overnight delivery
scrvice is used, entry of the completed original reports
into the delivery system on the day before the submis-
sion deadline will constitute timely submission. In addi-
tion, the hand delivery of the completed original reports
on or before the submission deadline to the location
to which the reports would otherwise be mailed is an
acceptable alternative to mailing such reports. Compa-
nies that are unable to obtain the required officers’ signa-
tures on their completed original reports in sufficient
time to file these reports so that they are received by the
submission deadline may contact the Federal Reserve
Bank to which they mal their original reports (o arrange
for the timely submission of their report data and the
subsequent filing of their signed reports.

If the submissien deadline falls on a weekend or holiday,
the report must be received by 5:00 PM. on the first
business day after the Saturday, Sunday, or holiday. Any
report received after 5:00 P.M. on the first business day
aftcr the Saturday, Sunday, or holiday deadline will be



considered late unless it has been postmarked three cal-
endar days prior to the original Saturday, Sunday, or
holiday submission deadline (original deadline), or the
mnstitution has a record of sending the repert by over-
night service one day prior to the original deadline.

Confidentiality

The Federal Reserve System regards the individual
mnsured depository mstitution information provided by
each respondent as confidential. If it should be deter-
mined subsequently that any information collected on
this form must be released, respondents will be notified.

Additional Information

The Federal Reserve System reserves the right to require
additional information from the insured depository insti-
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tution through the holding company if the FR Y-¥ is not
sufficient to determine compliance with applicable laws
and regulations.

Rounding

All dollar amounts must be reported in thousands of
dollars, with the figures rounded to the nearest thousand.
Items less than $500 should be reported as zero.

Declaration Page

If the individual reporting depository institution does not
have any covered transactions (see glossary) with affili-
ales and does not have any financial subsidiaries (see
glossary), it need not enter any data on the report. The
declaration page must be signed attesting to these facts
and the report submitted.
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INSTRUCTIONS FOR PREPARING FR Y-6 REPORT, ANNUAL REPORT OF BANK
HOLDING COMPANIES

General Instructions

Who Must Report
The FR Y-6 is to be filed by all bank holding companies.!

Multi-tiered bank holding companies composed of bank
holding companies that are direct or indirect subsidiaries
of another bank holding company can satisfy the
reporting requirements of the FR Y-6 by submitting the
required information as part of the FR Y-6 submission of
the top-tier bank holding company. In submitting the
report, each bank holding company within a tiercd bank
holding company organization must respond individually
to Report Items 3 and 4. Subsidiary bank holding com-
panies are not required to complete Report Item 2 as the
separate submission of this information would duplicate
the information required of the top-tiered bank holding
company,

Frequency of Reporting

The FR Y-6 1s required to be submitted as of the end of
the bank holding company’s fiscal year.

Submission Date

The FR Y-6 should be filed no later than 90 calendar days
after the end of the bank holding company’s fiscal

1. Bank holding compames that are ‘‘qualified foreign banking
organizations’* as defined by section 211.23(a} of Regulation K (12 C.F.R.
211.23(a)) are not required to file this form. I'hese bank holding companies
are organized under the laws of a foreign country and are pnncipally
engaged in the business of banking outside the United States. Their
reporting Tequirements are contained in the FR Y-7, Annual Report of
Forcign Banking Organizations.
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vear. The report is due by the end of the reporting day
on the submission date (i.e., 5:00 P.M. at each of the
Reserve Banks). The filing of a completed report will be
considered timely, regardless of when the reports are
received by the appropriate Federal Reserve Bank, if
these reports are mailed first class and postmarked no
later than the third calendar day preceding the submis-
sion deadline. In the absence of a postmark, a company
whose completed FR Y-6 is received late may be called
upon to provide proof of timely mailing. A “*Certificate
of Mailing” (U.S. Postal Service form 3817) may be
used to provide such proof. If' an ovemight delivery
service is used, entry ol the completed original reports
into the delivery system on the day before the submission
deadline will constitute timely submission. In addition,
the hand delivery of the completed original reports on or
before the submission deadline to the location to which
the reports would otherwise be mailed is an acceptable
alternative to mailing such reports. Companies that are
unable to obtain the required officers’ signatures on their
completed original reports in sufficient time to file these
reports so that they are received by the submission
deadline may contact the Federal Reserve Bank to which
they mail their original reports to arrange for the timely
submission of their report data and the subsequent filing
of their signed reports,

If the submission deadline falls on a weekend or holiday,
the report must be received by 5:00 P.M. on the first
business day after the Saturday, Sunday, or holiday. Any
report received after 5:00 P.M. on the first business day
after the Saturday, Sunday, or holiday deadline will be
considered late unless it has been postmarked three
calendar days prior to the original Saturday, Sunday, or
holiday submission dcadiine (original deadline), or the
institution has a record of sending the report by overight
service onc day prior to the original deadline.



Where to Submit the Reports

Submit to the appropriate Federal Reserve District Bank
the original report and the number of copies specificd by
that District Bank. In general, the appropriate Rescrve
Bank is the Reserve Bank of the Federal Reserve District
in which the bank holding company’s banking operations
are principally conducted, as measured by total domestic
deposits in its subsidiary banks. Bank holding companies
that are subsidiaries of another bank holding company
and that choose to file a separate FR Y-6 from the
FR Y-6 filed by the top-tier bank holding company
should submit their FR Y-6 to the same Federal Reserve
Bank as the top-tier bank holding company.

All reports shall be made out clearly and legibly
submitted in typewritten form or in ink. Reports
completed in pencil will not be accepted.

Confidentiality

The information submitted by bank holding companies in
the FR Y-6 is available to the public upon request.

If any bank holding company is of the opinion that
disclosure of certain commercial or financial information
contained in the report would likely result in substantial
harm to its competitive position or to the competitive
position of its subsidiaries, or that disclosure of sub-
mitted information is of a personal naturc that would
result in a clearly unwarranted invasion of personal
privacy, that bank holding company may request con-
fidential treatment for the report.

This request for confidential treatment must be submitted
in writing concurrently with the submission of the
FR Y-6. In the request, the bank holding company must
provide for each response submitted with a request for
confidential treatment, a detatled discussion that justifies
confidential treatment of that item. The bank holding
company’s reasons for requesting confidentiality should
clearly demonstrate the specific nature of the harm that
would result from public release of the specific data;
simply stating that in general the release of the data
would result in competitive harm or that it is personal in
nature is not sufficient.

Bank holding companies that have requested confidential
treatment for specific responses to the FR Y-6 must
submit the report in two sections. Bank holding com-
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panies must separate the data for which confidential
treatment is requested from the data for which confiden-
tial treatment is not requested. The section containing the
information for which confidential treatment is requested
must be bound separately from other information
submitted on the FR Y-6 and must be labeled *‘Confi-
dential.”” In completing the public section of the FR Y-6,
bank holding companies must respond to each report
item. For items submitted separately with a request for
confidential treatment, the bank holding company must
state in the public submission that this information has
been submitted scparately in the confidential section.

Information, for which confidential treatment is requested,
may be released subscquently by the Federal Reserve
System if the Board of Govemnors determines that the
disclosure of such information is in the public interest.

Audit Requirements

Bank holding companics do not have to submir audited
financial statements as part of the requirements of the
FR Y-6. However, the Federal Reserve requires that
top-tier bank holding companies with total consolidated
assets of $500 million or more as of the end of the bank
holding company’s fiscal year must have an annual audit
of its consolidated financial statements {balance sheets,
statements of income, changes in equity capital, and cash
Mows, with accompanying footnote disclosure) by an
independent public accountant. In addition, the Federal
Reserve may request audited consolidated financial
statements from any bank holding company with total
consolidated assets of less than $500 million if deemed
warranted for supervisory purposes.

Each top-tier bank holding company with total consoli-
dated assets of $500 million or more shall engage an
independent public accountant to audit and report on its
annual financial statements in accordance with generally
accepted auditing standards. The scope of the audit
engagemcent shall be sufficient to permit such accountant
to determine and report whether the financial statements
are presented fairly and in accordance with generally
accepted accounting principles.

While the Federal Reserve will not require the submis-
sion of audited financial statements with the FR Y-6 from
top-tier bank holding companies with total consolidated
assets of $500 million or more, the Federal Reserve may
request such financial statements if deemed necessary,



Therefore those bank holding companies who must
comply with this audit requirement must have their
audited financial statements on file and readily available
for their District Federal Reserve Bank.

Additional Information

The Federal Reserve System reserves the right to require
the filing of additiopal statements and information if
the information submitted in the FR Y-6 report is not
sufficient to appraise the financial soundness of the bank
holding company or to determine its compliance with
applicable laws and regulations.

What Must Be Submitted

Bank holding companies must submit responscs to the
following report items. If certain report items are not
applicable to the reporting bank holding company, a
response of ““None’ must be reported for those report
items:

Report Item 1(a): Form 10-K filed with the
Securities and Exchange Commission

Bank holding companics that arc registered with the
Securities and Exchange Commission must submit with
each required copy of the FR Y-6 a copy of the most
recent Form 10-K filed with the Securities and Exchange
Commission.

Report Item 1(b):

Bank holding companies that prepare an annual report
for their shareholders and are not registered with the
Securities and Exchange Commission must submit a
copy of the annual report with each required copy of the
FR Y-6. If the annual report is not available by the
submission date, the bank holding corupany must inform
the appropriate Federal Reserve Bank that it will forward
its annual report to the District Federal Reserve Bank as
soon as practicable.

Annual reports to shareholders

An annual report is to be submitted to the Federal
Reserve only if such a report is created for shareholders.
Bank holding companies do not need to create an annual
report if such report is not normally created for
shareholders.

Bank holding compantes may be required to submit, at
the discretion of their District Federal Reserve Bank,
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free-form comparative financial statements, footnotes
and any other information that is deemed necessary
by their District Federal Reserve Bank to fulfill its
supervisory responsibilities. The Federal Reserve may
request that such financial statements and footnotes be
audited by an independent public accountant.

Report Item 2: Organization Chart

Submit an organization chart indicating the top tier
organization and its holdings of all companies as defined
below. The organization chart (may be in a diagram
form) should disclose the full legal names, location
(i.e., city, state or country} intercompany ownership and
control relationships, and the percentage ownership (of
voting and nonvoting equity or other interests) by the
Bank Holding Company (BHC).

The information may be provided in a format that is
convenient for the reporter. Onc option is a single
organization chart, annotated, to indicate those compa-
nies reportable on the FR Y-6 Organization Chart, but
not reportable on the FR Y-10. Another option is an
organization chart showing the companies that are
reportablc on the FR Y-10 and a separate list of all
additional companies that are reportable on the FR Y-6.

Include companies reportable on the Report of Changes
tn Organizational Structure {FR Y-10) as listed below.

Companies reportable on the FR Y-10 and thus report-
able on the FR Y-6.

{1} Top-tier BHCs;
(2) BHCs and U.S. banks:

(a) In which the BHC directly and/or indirectly
owns, controls, or holds with power to vote more
than 5 percent of the outstanding shares of any
class of voting securities; or

That the BHC controls because of its interest in
voting securities or otherwise. When a BHC is
determining whether it should include a BHC or
U.S. bank in the organization chart, it should
account for aff shares it is deemed to control
(including, but not limited to: shares held in a
fiduciary capacity for the benefit of the BHC s
employees, members, sharcholders, subsidiaries;
shares held in a fiduciary capacity for which the
BHC has sole discretionary power to exercise
voling rights; and securities that arc immediatcly

(b}



convertible at the option of the holder to voting
shares) and the BHC should check to see if any
other basis for contrel exists (such as a man-
agement agreement or the power to control the
election of a majority of directors). See the
FR Y-10 Glossary for definition of ‘*control.”

(3) Any nonbanking company held under Regulation Y
(excluding companies held as merchant banking
investments but including certain depository institu-
tions, such as savings associations—see the FR Y-10
Glossary for definition of nonbanking company),
any company, including a foreign bank, held under
subpart A of Regulation K (for example, Edge cor-
porations, agreement corporations, and investments/
activities abroad), and any export trading company
held under subpart C of Regulation K:

{a) In which the BHC, directly and/or indirectly
owns, contrels, or holds power to vote 25 per-
cent or more of the outstanding shares of any
class of voting securities; or

(b) That the reporter controls through means other
than ownership of securities (see FR Y-10
Glossary for definition of control);

A specific merchant banking or insurance company
investment made by an affiliate of a Financial Hold-
ing Company (FHC) is reportable if the FHC and
its affiliates on a combined basis acquire more than
5 percent of the voting shares, assets, or ownership
interests of a company engaged in a nonfinancial
activity at a cost that exceeds the lesser of 5 percent
of the parent FHC’s Tier 1 capital (or total capital for
FR Y-9SP filers) or $200 million;

4

&)

Subsidiaries that are direct or indirect holders of any
of the above companies within the organization;

(6) Operating or financial subsidiaries of a nationally
chartered bank that is controlled by a BHC;

(7)y Financial or other subsidiaries controlled by a bank
that is controlled by a BHC;

(8) Foreign banking organizations (FBOs) that are not
qualifying FBOs (QFBOs); and

(9} Any entity not mentioned above that is required
to file a financial report with the Federal Reserve
System.
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Additional companies reportable on the FR Y-6:

(1) In addition, include nonbank companies in which the
combined ownership interest held by the reporter,
directly and through its subsidiaries, is greater than
5 percent but less than 25 percent of the outstand-
ing shares of any class of voting securities. When a
BHC is determining whether it should include a
nonbank company in the organization chart, it should
account for all shares it is deemed to control
{including, but not limited to: shares held in a
fiduciary capacity for the benefit of the BHC’s
employees, members, shareholders, subsidiaries;
shares held in a fiduciary capacity for which the BHC
has sole discretionary power to exercise voting
rights; and securities that are immediately convert-
ible al the option of the holder to voting shares) and
the BHC should check te see if any other basis for
control exists (such as a management agreement or
the power to control the election of a majority of
directors). See the definition of *‘control’” in the
FR Y-10 Glossary. For nenbank companies in which
the combined ownership interest is greater than
5 percent but less than 25 percent, it is not necessary
to note the exact percentage ownership, but only that
they are not reportable on the FR Y-10. However,
merchant banking and insurance company invest-
ments should only be reported if reportable on the
FR Y-10.

Companies not reportable on the FR Y-6 Organization
Chart:

(1) Assets other than shares of a company, unless the
reporter’s interest in the company is a reportable
merchant banking investment as described above;

(2) Companies held directly or indircctty (other than
reportable merchant banking mvestments described
above) by a Small Business Investment Company

registcred with the Small Business Administration;

(3)

Companies that are held solely as collateral secur-
ing an extension of credit;

(4) Companies that arc controlled by an insurance
underwriter unless such companies are (a) the
highest-tier provider of a primary line of business
(e.g., property/casualty, accident/health), (b} re-
quired to file a financial report with the Federal
Reserve System, or (c} a reportable merchant
banking investment described above;



{5) Investment companics whose only activity is to
own assets for the benefit of someone other than the
reporter or its affiliates (e.g., a mutual fund or closed
end investment company advised by the reporter),
and that are not otherwise controlled;

Companies that have been set up as namesaving
organizations or have been formed or incorporated
but do not yet conduct any business activity, These
companies become reportable only when they
commence an activity. In addition, any company that
has become inactive as of the end of the reporting
period does not need to be reported on the FR Y-6;

(6)

M

Special purpose vehicles formed as vehicles for
specific leasing transactions;

(8) Companies acquired tn satisfaction of a debt
previously contracted or that were formed solely to
hold shares or other assets acquired in satisfaction of
a debt previously contracted; and

(9) Companics or other assets that must be divested or
conformed in accordance with the BHC Act or the
Board’s Reguiation Y (other than the reportable
merchant banking investments described above).

Report Item 3: Shareholders

(1) List each sharcholder, of record, that directly or
indirectly owns, controls, or holds with power to
vote 5 percent or more of any class of voting
securities of the bank holding company. In addition,
list each person or entity that holds options, warrants
or other securities or rights that can be converted into
or exercised for voting securities, which, in their
aggregate, and including voting securities currently
held, would equal or exceed 5 percent of any such
class of voting securities. For example, an individual
or entity that currently holds 2 percent of a class of
voting securities and options that would represent an
additional 3 percent of such class of voting securitics
if exercised should be included in this report item.
When the shares of the bank holding company are
held by a nominee or in street names, list beneficial
owners to the extent information is available. For
bank holding companies that are partnerships, list
each partner who has a 5 percent or more ownership
interest. For each individual or entity listed, provide
the following:

{a) Name and address (city and state/country);
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(b) Country of citizenship (if an individual) or
country of incorporation {if a company);

(c) Number of shares and percentage of each class of
voting securities owned, controlled, or held with
power to vote (listing separately options, war-
rants or other securities or rights), or in the case
of a partnership, the proportionate interest.

(2} List any sharcholder not listed in section 3(1) above
that owned or controlted 5 percent or more of any
class of voting securities in the bank holding
company during the fiscal year for which the report
is being filed. In addition, list each person or entity
that held options, warrants or other securities or
rights that could have been converted into or
exercised for voting securities, which, in their
aggregate, and including voting secuntics held,
would have equatled or exceeded 5 percent of any
such class of voting securities. For each shareholder
list the following:

(a) Name and address (city and state/country);

(b) Country of citizenship (if an individual) or
country of incorporation (if a company); and

{¢) Number of shares and percentage of cach class of
voting securities owned, controlled, or held with
power to vote (listing separately options, war-
rants or other securities or rights), or in the case
of a partnership, the proportionate interest.

For trusts that meet the definition of a company
contained in Regulation Y (12 CFR 225.2(d)), including
employee benefit plans {i.c., ESOPs, profit sharing trusts,
ctc.) that are bank holding companies, report each trustee
or designated individual that has the power to vote those
shares held in the employee benefit plan. In addition,
describe the provision in the trust for voting the shares
controlled by the plan.

Report Item 4:  Directors and Officers

List cach principal sharcholder, director, trustee, partner,
executive officer, or person exercising similar functions,
regardless of title or compensation, of the bank holding
company, showing the following:

(1) Name and address {city and statc/country);



{(2) Principal occupation, if other than with the holding
company organization;

(3) Title or position with:
(a) the banking holding company; and

(b) all direct and indirect subsidiaries of the bank
holding company;

(c) any other company in which the person is a
director, trustee, partner, or executive officer;

(4) Percentage of cach class of voting securities owned,
controlled, or held with power to vote in:

{(a) the bank holding company;

{b) direct and indircct subsidiaries of the bank
holding company; and

{c) any other company, if 25 percent or more of its
outstanding voting securitics or proportionate
interest in a partnership are held. (List the name
of the company and the percentage of voting
securitics owned, controlled, or held with power
to vote.}

57

APPENDIX VIII

For purposes of Report Item 4, the following definitions
hoid:

A "principal shareholder” generally means an indi-
vidual or a company (other than an insured bank) that
directly or indirectly, or acting through or in concert with
On& Or more persons, owns, controls, or has the power to
vote more than 10 percent of any class of voting
securities of a member bank or company.

An “‘executive officer’’ of a company or bank generally
means a person who participates or has authority to
participate (other than in the capacity of a director) in
major policy-making functions of the company or bank,
whether or not: (1) the officer has an official title, (2) the
title designates the officer an assistant, or (3) the officer
is serving without salary or other compensation. Trustees
and administrative committee members are considered
executive officers of an employee benefit plan.

For complete definitions of the above termns, see Federal
Reserve Regulation O (12 CFR 215).
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CORPORATI ON COVMENTS

FDIE

Federal Deposit Insurance Corporation
550 17th Si. NW Washington DC, 20429 Division of Supervision and Consumer Protection

March 21, 2003

TO: Stephen M. Beard
Deputy Assistant Inspector General for Audits

FROM: Michael J. Zamorski, Director Wg 3‘4"

Divisien of Supervision and Consumer Protection

SUBJECT: Draft Report Entitled The Division of Supervision and Consumer Protection's
Examination of Transactions With Affiliates (Assignment No. 2002-002E)

The Division of Supervision and Consumer Protection (DSC) appreciates the opportunity to
respond to this Draft Report prepared by the FDIC’s Office of Inspector General (OIG). As the
results of the audit show, DSC’s approach for identifying affiliates and affiliate transactions is
reasonable. Also, DSC’s efforts to 1dentify affiliates and examine transactions with such
affiliates were found to be generally adequate.

We concur with recommendations (2) and (3) and will take action as noted below. We partially
concur with recommendation (1) and offer an alternative action as described below. While we
concur with the intent of recommendation (1), we believe that greater flexibility is needed to
avoid requests that would be burdensome on the institution and to eliminate requests for
information that would provide little, if any, additional analytical or planning benefit during the
pre-examination review procedures. Currently, in lieu of asking for a list of all transactions with
all affiliates, we ask for copies of contracts and agreements between the bank and its affiliates,
descriptions of services provided for the bank by affiliates, and information on the fee structure
with affiliates. We believe that this information is adequate for pre-examination planning and
preliminary review analysis and is consistent with the objectives of risk-focused supervision.

Additionally, there is one area of observation by the OIG regarding the adequacy of the
documentation of examination procedures for the review of affiliate activities. Specifically, the
OIG determined that they could not conclude on the adequacy of examination procedures in the
area of affiliate activities for four of the 21 examinations because the examination workpapers
reviewed by the OIG did not specify what procedures the examiners actually performed. DSC
further reviewed the four “exceptions” cited subsequent to the exit meeting and provided a
memorandum to the OIG’s office with feedback on these four “exceptions.” In this
memorandum, we agreed that these observations were worthy of our consideration. We also
concluded that substantial review and analysis of affiliate activities took place in all four
examinations. In all of these cases, examiners obtained, reviewed, analyzed, and retained several
documents pertaining to affiliate activities. Also, examiners completed comments for core
analysis decision factors in some cases, created summary memoranda to document reviews of
affiliates in others, and included substantial comments in the examination report, including
apparent violations. While the OIG reported that workpapers in these cases did not specifically
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identify the procedures the examiner performed to determine the analysis, conclusions, and
findings (the conclusions and findings were documented), we are confident that the procedures
were performed. We have concluded that examiners reviewed and analyzed the information
contained in these documents in a satisfactory manner.

Response to Recommendations

OIG recommends the Director, DSC:

(1) Include a request for a list of affiliate transactions in the Safety and Soundness
Examination Request Packages when DSC knows or has reason to believe that a
financial institution has affiliate activities. In situations where affiliate transaction
activity is voluminous, request that for each affiliate, the bank provide the types or
categories of affiliate transactions that have occurred since the previous
examination and a list of transactions with values greater than a predetermined
dollar threshold.

DSC’s Response:

While we concur with the intent of this recommendation, we believe the recommendation
should be modified. It is important to provide additional flexibility for the examiner to
modify the Examination Request Package to aveid unnecessary burden on the institution and
to avoid asking for a list of affiliate transactions when that information would provide little,
if any, additional analytical or planning benefit. We agree that the examiner should consider
whether to include a request for a list of transactions with affiliates in the Examination
Request Package. However, there are additional reasons other than situations where affiliate
transaction activity is voluminous to not include a request for a list of transactions with
affiliates.

The current Safety and Soundness Examination Request Lists used by DSC examiners in
banks with over $250 million in assets include requests for Iists of transactions with affiliates
in specific areas, generally “covered transactions” under Section 23A of the Federal Reserve
Act. The examiner may also include a request for a list of transactions in other areas if
deemed beneficial; however, a request for a list of all transactions with all affiliates is usually
not necessary. In complex organizations, a request for a list of all transactions with all
affiliates would frequently be extremely burdensome. In lieu of asking for a list of all
transactions with all affiliates, the request list asks for copies of contracts and agreements
between the bank and its affiliates, descriptions of services provided for the bank by
affiliates, and information on the fee structure with affiliates. We believe that this
information is adequate for pre-examination planning and preliminary review analysis and is
consistent with the objectives of risk-focused supervision. Tt is also relevant to point out that
the core analysis procedures in the Related Organizations Module do not include any
procedures for the review of all transactions with affiliates. While specific transactions are
reviewed in certain areas, such as for “covered transactions” under Section 23 A, the review
of other activities and transactions with affiliates is directed at the fee structures, contractual
terms and obligations, quality of services provided, and an analysis of the value of the actual
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goods and services rendered. The review of specific transactions is usually an expanded
analysis procedure and the decision to do so is based on examiner judgment.

In less complex organizations, transactions with affiliates may be limited to routine, recurring
types of transactions, such as dividend payments and tax ailocation payments. In these
situations, there is no benefit to obtaining a list of the individual transactions. The review
and analysis of these areas is focused on the total amounts of the payments and any
agreements in these areas. A review of the transactions is usually not necessary. Therefore,
it is appropriate for the examiner to eliminate a request for a list of these transactions in the
Examination Request Package.

The examples above are only a few of the many possible situations (including the example
noted by the OIG where affiliate transaction activity is voluminous) where a request for a list
of all transactions with all affiliates should not be made. A comprehensive list of exceptions
1s impossible to develop and is not needed. Examiners should be provided the flexibility to
include in the Examination Request Package the items they deem appropriate for the
organization being examined.

DSC will re-emphasize to examiners that when they have reason to believe that a financial
institution has affiliate transactions, they should consider whether to include a request for a
list of transactions in the Examination Request Package or to request appropriate alternatives.
In situations where a request for a list of all transactions with affiliates would be burdensome
on the institution or provide little, if any, additional analytical or planning benefit, the
examiner may modify the request to include only lists of specific transactions and ask for
copies of contracts and agreements between the bank and its affiliates, descriptions of
services provided for the bank by affiliates, and information on the fee structure with
affiliates. This guidance will be provided to all examiners by June 30, 2003.

OIG recommends the Director, DSC:
(2) Inform safety and soundness examiners and case managers as to the availability of
FR Y-6 and FR Y-8 Reports as additional resources for identifying affiliates and
affiliate transactions.

DSC’s Response:

We concur with the recommendation to inform safety and soundness examiners and case
managers as 1o the availability of FR Y-6 and FR Y-8 reports. We will request that the Related
Organizations Module be revised to include a reference as to the availability of the FR Y-6 and
FR Y-8 Reports in the Preliminary Review Section. This request will be presented to the
Interagency Examination Documentation (ED) Module Maintenance Committee at its next
meeting in April. If the Federal Reserve’s representatives concur with this request, the revision
will be included in the next update to the module.
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OI1G recommends the Director, DSC:

(3) Ensure, through ICRS' Regional Office Review Program and the Field Office
Review Program, that examiners are following DSC's policies for documenting
affiliate work and the examination procedures used, the documents relied upon, and
the analyses conducted in the examination of transactions with affiliates.

DSC’s Response:

The ICRS’ Regional Office Review Program and the Ficld Office Review Program currently
include in their review programs an assessment of examination procedures and appropriate
workpaper documentation in compliance with Regional Director Memorandums 2001-037 and
2001-039 entitled Revised Pre-Examination Planning Memorandum, and Guidelines for
Examination Workpapers and Discretionary Use af Examination Documentation Modules.
While the current programs cover all areas of examination activities, including the review of the
examination of transactions with affiliates, we will re-emphasize this area in the scope of the
sample at future reviews. By June 30, 2003, guidance will be added to DSC’s Regional Office
Review Program to cnsure adequate review of examination procedures of affiliate activities.
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MANAGEMENT RESPONSES TO RECOMMENDATIONS

This table presents the management responses that have been made on recommendations in our report and the status of recommendations as
of the date of report issuance. The information in this table is based on management’s written response to our report (and subsequent
communication with management representatives.)

Open
Rec. Expected Monetary | Resolved'’: | Dispositioned'®: or
Number | Corrective Action: Taken or Planned/Status | Completion Date | Benefits Yes or No Yes or No Closed"’

1 DSC will re-emphasize to examiners that when
they have reason to believe that a financial
institution has affiliate transactions, they should
consider whether to include a request for a list of June 30, 2003 No Yes No
transactions in the Examination Request Package
or to request appropriate alternatives, such as, lists
of specific transactions and copies of contracts
and agreements with affiliates.

Open

2 DSC will request that the Related Organizations
Module be revised to include a reference as to the
availability of the FR Y-6 and FR Y-8 Reports in
the Preliminary Review Section. This request will April 2003 No Yes No
be presented to the Interagency ED Module
Maintenance Committee at its next meeting in
April. If the Federal Reserve’s representatives
concur with this request, the revision will be

Open

"7 Resolved — (1) Management concurs with the recommendation and the planned corrective action is consistent with the recommendation.
(2) Management does not concur with the recommendation but planned alternative action is acceptable to the OIG.
(3) Management agrees to the OIG monetary benefits or a different amount, or no ($0) amount. Monetary benefits are considered resolved as long as
management provides an amount.

'® Dispositioned — The agreed-upon corrective action must be implemented, determined to be effective, and the actual amounts of monetary benefits achieved through
implementation identified. The OIG is responsible for determining whether the documentation provided by management is adequate to disposition the recommendation.

' Once the OIG dispositions the recommendation, it can then be closed.
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included in the next update to the module.

Open
Rec. Expected Monetary | Resolved: Dispositioned: or
Number | Corrective Action: Taken or Planned/Status | Completion Date | Benefits Yes or No Yes or No Closed
3 DSC noted that current review programs cover all
areas of examination activities, including the
review of the examination of transactions with
affiliates, and agreed to re-emphasize this area in June 30, 2003 No Yes No Open

the scope of the sample at future reviews.
Guidance will be added to DSC’s Regional Office
Review Program to ensure adequate review of
examination procedures of affiliate activities.
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